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Executive summary

On 27 March 2017 the Treasurer, the Hon Scott Morrison MP, directed the Australian

Competition and Consumer Commission (ACCC) to hold an inquiry into the retail supply of

electricity and the competitiveness of retail electricity markets in the National Electricity

Market (the Inquiry). The ACCCO6s t er ms dnguiry (eppendielnarecbroddpr t he
encompassing all levels of the supply chain.

The National Electricity Market (NEM) is the wholesale electricity market that covers
Queensland, New South Wales (NSW), Victoria, South Australia, Tasmania and the
Australian Capital Territory (ACT). As both Western Australia and the Northern Territory are
not connected to the NEM they are not included in this Inquiry.

Over the past five months we have received information, documents and data from industry
participants and a range of other interested parties, including consumers, businesses,
representative groups and other government and non-government organisations. We have
received over 150 submissions to our Issues Paper released in May and spoken directly with
consumers and businesses at public forums in Adelaide, Brisbane, Melbourne, Sydney and
Townsville.

One thing is clear from this consultation and information gathering: there is a severe
electricity affordability problem across the NEM and the price increases over the past ten
years are putting Australian businesses and consumers under unacceptable pressure.

Retail electricity prices have significantly increased in the past decade, and many
households cannot absorb these increases. An increasing number of consumers are
reporting difficulties meeting their electricity costs, and some consumers have been forced to
minimise their spending on other essential services, including food and health services, to
afford electricity bills.

Businesses across all sectors have faced even higher increases over the past 12 months,
following renegotiation of long term contracts. Many of these businesses cannot pass the
increased costs on and are considering reducing staff or relocating overseas. Some
businesses have even been forced to close.

We have found that there is insufficient competition in the generation and retail markets,
which both raises prices and increases barriers to entry. We have also found that retail price
deregulation has benefited some and hurt others. The market is exceptionally complex, and
consumers have no ability to exit the market.

This report outlines the ACCCO6s preliminary finog
have analysed each of the key components of a retail electricity bill to demonstrate what has

driven price increases over the past decade. We have also looked closely at the operation of

each level of the electricity supply chain, identifying issues around market structure and firm

behaviour. A particular focus of our work to date has been to explore the operation of the

retail electricity market to identify the key barriers that consumers face in accessing

competitively priced electricity, including challenges in engaging with electricity retailers and

choosing the electricity service that is best for them. This report concludes by setting out the

ACCCb6s agenda for {inguey. r emai nder of the
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Causes of retail electricity bill increases

The ACCC has conducted a detailed analysis, based on data provided by electricity retailers,

to determine the drivers of electricity price increases over the past ten years. A key area of

focus forthe ACCChasbeenest i mating retailersd profit margi |
have sought to break down the components of a retail electricity bill have not had access to

data on actual retailer costs.

Our preliminary findings are that, on average across the NEM, a 20157 16 residential bill was
$1524 (excluding GST), and was made up of:

1 network costs (48 per cent)
wholesale costs (22 per cent)
environmental costs (7 per cent)

il
il
{1 retail and other costs (16 per cent)
il

retail margins (8 per cent).

Between 20071 08 and 20151 16, increases in residential bills were primarily driven by higher
network costs. Bill increases were also driven by, to a lesser extent, increasing retailer
operating costs and by increasing environmental scheme costs. Some of the increase was
also attributable to increases in retailer margins, although this varied significantly by state.
Over this period, wholesale energy costs actually decreased in real terms.

In the period since July 2016, retail price increases were likely driven by higher wholesale
prices. We estimate that higher wholesale costs during 20161 17 were likely to increase the
average bill by a further $167.

Our analysis indicates that bills and prices have not increased at the same rates. In real
terms, average residential bills increased by around 30 per cent (on a dollars per customer
basis) between 20077 08 and 20157 16. Average residential prices (as measured by a cents
per kilowatt hour (kWh) measure) have increased by 47 per cent during the same period.
After considering wholesale price increases in 20167 17, the ACCC has estimated that
average bills in dollars per customer terms would have increased by 44 per cent, while
prices in cents per kWh would have increased by 63 per cent since 20077 08. These
estimated cost increases were reflected in actual retailer price increases since December
2016.

The data demonstrates somewhat smaller increases in average bills than might be expected
(for example when looking at the consumer price index (CPI) increases for electricity over
the period). We attribute this to:

1. reductions in electricity usage, driven in part by take-up of rooftop solar
photovoltaic (PV) systems

2. some consumers getting the benefit of shopping around for lower priced market offers
which can be substantially cheaper than the most expensive offers

3. some public pricing data, for example CPI, being historically based on higher-priced
standing offers.

The ACCCogs fiimdriel ati on to retail erchdptect2o0st s and

It is important to note that some data and documents requested from retailers were not
provided to the ACCC until close to the finalisation of this report and some are yet to be

! Values do not sum to 100 per cent due to rounding.
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received. We will continue to refine our analysis of costs and margins, along with
undertaking work on what consumers and businesses are paying for electricity, throughout
the remainder of the Inquiry.

How electricity markets are functioning

The wholesale (generation) market is highly concentrated and this is likely to be contributing

to higher wholesale electricity prices. Large, baseload coal-fired generation has exited the

market in recent times, for example Hazelwood in Victoria and Northern in South Australia,

continuing a trend of consolidation and increased vertical integration in some wholesale

markets over the past decade or so. This has resulted in gas powered generation becoming

the marginal source of generation more frequently, particularly in Victoria and South

Australia. The increased prominence of gas powered generation has coincided with

shortages in domestic gas supply which have driven up prices. At the same time, the

demand-supply balance for electricity has significantly tightened, making it difficult for

standal one retailers to compete with vertically

Whil e most retail mar kets across the NEM have mo
threed vertically i nt egr Brergyhusgabanholdlardeeetad , AGL, Or
market shares in most regions and control in excess of 60 per cent of generation capacity in

NSW, South Australia and Victoria. In the case of generation, this share has been relatively

stable over recent years. This market dominance has led to non-vertically integrated retailers

having limited access to risk management products, and outcomes for consumers and

businesses are being driven by pricing practices that are not consistent with vigorous

competition.

While natural monopoly electricity networks are highly regulated, electricity network

operators have been able to over-invest in poles and wires as a result of the network

regulation framework. To a significant extent, decisions of the past relating to network

i nvest ment -i mrbe adhhldoawk ¢ d bur den el ectricity wusers
should now turn to what can be done to mitigate these effects, recognising that there are

already signs that network prices are moderating, due to changes in the network regulation

framework since 2013. The issues arising from the network regulation framework have been

compounded by network operators successfully challenging regulatory decisions of the

Australian Energy Regulator (AER), resulting in higher network charges to households and
consumers. The ACCC welcomest he Australian Governmentds anno.l
take steps to remove the limited merits review process, as this will help ensure network

pricing is moderated in future.

Envi r on mereenGachemes; aimiedjat achieving sustainability objectives, have also
increased costs and created cross-subsidies. Over the past decade, various state and
territory-based environmental schemes have been introduced. For example in most NEM
regions, early adopters of solar PV were offered generous feed-in tariffs of up to 60 cents
per kWh. These have been of direct benefit to recipients of the feed-in tariff (solar PV
customers) but the costs of the schemes have been passed through to all electricity users.
The Queensland Government recently announced that it will fund the Queensland feed-in
tariff scheme, the Solar Bonus Scheme, through its budget. This significantly reduced the
recent price increases for Queensland electricity users. This move is welcomed by the
ACCC and should see fewer cross-subsidies and lower overall costs to consumers and
businesses.

The ACCCO0s findings in relation to the operation
are detailed in chapter 3.
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Consumer experience

We have heard many concerns from consumers, consumer groups, businesses and retailers
about the level of complexity that consumers face in engaging with the retail electricity
market. Most consumers have many offers to choose from, and there is a significant degree
of price dispersion, with hundreds of dollars difference between the highest and lowest retalil
offers in most NEM regions. However, many consumers find it difficult to understand and
compare all of these offers.

The practice of discounting is particularly problematic. The vast majority of retailers offer
discounts, either off the total bill or electricity usage only, but these discounts are not taken
from a consistent reference point across retailers, making it difficult to determine which offer
is best. Retailers also use inconsistent terminology to describe the same terms, which
increases confusion.

There are many signs of competition in most NEM regionsd there are a number of electricity
retailers operating and relatively high rates of switching. However, other indicators, such as
low levels of innovation in relation to the underlying offer structures and increasing retalil
costs and margins, suggest competition is not driving good outcomes for consumers. In
addition, a significant number of consumers (although declining over time) are on standing
offers, which are generally higher priced than market offers.

There is also a lack of awareness of the tools available to assist consumers to engage with

the retail electricity market, in particular the government-run price comparator websites (the

AERO Energy Made Easywe bsi te and the Vi ¥WidtomanErmemy Gover nment
Compare). Many consumers are also unaware of the options available to them to seek

assistance if they are struggling to manage their bills or to seek resolution of disputes with

retailers.

The ACCC has also identified examples of retailers operating in ways that appear to be
designed to circumvent existing regulation and examples of unintended consequences of
regulation. For example,ret ai | er s 6 u s édiscolinting appears to havet i me
increased significantly after prohibitions or caps were placed on late payment fees. Retailers
also appear to have moved to offering ongoing contracts with fixed benefit periods in
response to regulatory obligations that apply at the end of fixed term contract periods.

The ACCCo6s findings in relation ithdhetetaie barri er s
electricity market are detailed in chapter 4.

In considering possible recommendations in the next phase of the Inquiry, the ACCC will be
mindful of the history of interventions in this market which have too often had unintended
consequences to the detriment of electricity users. For this reason, policies targeting
improvements in this market will need to be carefully considered prior to implementation.

Next steps

The ACCC has collected a large amount of information so far during the Inquiry. While we
have made preliminary findings, there is a large amount of analysis still to take place before
the ACCCO s  fepont to lgovernment in June 2018.

Chapter5det ail s the ACCCO6s agenbqiyfToeACCCwell focus mai nder
on determining the key drivers of the energy affordability problem and barriers to consumers

engaging with the market, and delivering clear findings and recommendations to

governments to assist in resolving these issues.
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https://compare.switchon.vic.gov.au/
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The ACCC is accepting submissions in response to this preliminary report. Submissions
should focus on the issues raised in this preliminary report and other issues relevant to the
terms of reference, but need not repeat material already submitted to the ACCC.
Submissions in response to this report are due by 17 November 2017. We also welcome the
opportunity to speak directly with interested parties, by telephone, videoconference or in
person where this can be arranged. Further detail on the process for making a submission is
in chapter 6.

The ACCC will also be seeking additional information from a range of parties. This will
include the use of the ACCCb6s power to compel
Competition and Consumer Act 2010 (CCA). The ACCC also expects to hold hearings

where witnesses will be required to provide evidence to the ACCC.
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1. Australiabds electricity afforda

Key Points

1 Based on CPI, retail electricity prices have increased by 80 to 90 per cent (in real
terms) in the past decade when taking into account estimated price rises in July
2017.

1 These large increases in electricity prices have not been matched by price increases
in other areas of the economy, nor in wage growth.

1 Those on low incomes are finding it increasingly difficult to absorb electricity price
increases and are often limited in what they can do to reduce their energy costs.

1 Electricity prices for businesses are also increasing rapidly and recent increases in
wholesale prices are driving small and large business to reduce costs through
investments in energy efficiency or distributed generation (solar PV), or reducing
other costs across their business including wages.

1 The international competitiveness of Australian manufacturers has been diminished
over the past decade due to electricity price increases.
This chapter covers recent trends in retail electricity pricing across the economy, including:
{1 recent trends in electricity use and demand
1 residential price trends and impacts relative to other household expenditure
7 small, medium and large business electricity price trends
71 the market experience for medium to large businesses including contracting and
collective buying

T international competitiveness of retail electricity prices over time.

Detailed information around retail pricing and markets for residential customers, and specific
impacts on vulnerable customers is covered in further detail in chapter 4.

1.1. Electricity consumption across the economy

Electricity is an essential service for Australian households and businesses. It is critical to
lighting, heating, cooling and powering essential parts of modern living and business
operations.

As shown in Figure 1.1 below, overall demand for electricity increased steadily until around
2009, then decreased by around 8 per cent between 20097 10 and 2013i 14. While demand
then rose marginally until 20161 17, it is expected to remain stable for the next 20 years
despite projected population growth.?

The residential, commercial and industrial sectors together represent over 90 per cent of
total electricity consumption across Australia. The remaining 10 per cent is the transport and
energy sectors.® Residential energy users consume around 31 per cent of electricity
generated in Australia.*

Australian Energy Market Operator (AEMO), National Electricity Forecasting Report: the National Electricity Market, June
2016, p. 3.

Department of the Environment and Energy, Australian energy statistics, Canberra, September 2017, Table F.
4 .
Ibid.

Retail Electricity Pricing Inquiry i preliminary report 10



Australian users are more reliant on electricity than they have ever been before, with
households and businesses using more and larger appliances as a result of the increased
role of technology in our everyday lives, including air conditioners, white goods and
televisions.®> However, energy efficient appliances and solar PV technology have offset some
of this increased demand.® In 2016, solar PV output met around 3 per cent of electricity
consumption.’ Price increases may also play a role in reduced demand as households
change usage patterns or invest in more efficient technologies.

Figure 1.1: Total electricity demand in the NEM 20051 2016
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Source: AER, State of the energy market, May 2017, p. 22

While electricity is essential to all facets of Australian life and industry, affordability has not
always been a strong focus of energy policy development. Over the past decade successive
Australian and state governments have failed to balance competing priorities of security and
reliability, universal access to affordable energy services, and reduced emissions, often
making decisions with limited regard to the impacts of those decisions on the overall
affordability of electricity. These government decisions, combined with other regulatory and
business decisions, have led to higher prices for all electricity users. The effects of these
decisions are detailed in chapters 2 and 3.

This was not always the case. Reforms flowing from the National Competition Policy saw
privatisations of electricity assets, the formation of the NEM and gradual opening of markets
to retail contestability. The goal of these reforms was to drive efficiency through competition
in the contestable wholesale and retail components of the market and to ensure
economically efficient operation of the natural monopoly electricity networks.

For some time after the NEM was established, markets appeared to be working effectively
with new investment in generation and, in 2014, the AER generally found that Victorian and
South Australian electricity distribution businesses, both of which had been privatised were

®  AEMO, June 20186, p. 7.
6 Ibid.
4 AER, State of the energy market, May 2017, p. 36.
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more efficient than other distribution businesses® that remained under state ownership. In
the early stages of retail contestability, in markets such as Victoria, there were signs that

retail competition was developing and that over time, an increasing number of consumers
would be the beneficiaries of competitive pricing and greater choice of services and new

technologies.

However, it is clear now that many of the policy, regulatory and business decisions over the
past decade or more have, on balance, led to higher prices for all consumers.

1.2. Residential and small business users

According to CPI, prices faced by many small electricity users in the NEM (households and
most small businesses) have risen between 80 and 90 per cent (in real terms) in the past ten
years, when taking into account price rises announced in July 2017.° As Figure 1.2 shows,
prices were reasonably stable between 19907 91 and 20077 08 but have increased
dramatically over the past ten years. The drivers of these price increases are discussed in
further detail in chapter 3.

Figure 1.2: Retail price index (inflation adjusted) i Australian capital cities
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Note: Consumer price index electricity series, deflated by the consumer price index for all groups.
Source: ABS, Consumer Price Index 6401.0, Australia.

These large increases in electricity prices have not been matched by increases in prices in
other areas of the economy, nor in wage growth. Figure 1.3 below indicates that between
2007 and 2017, electricity prices had a compound annual growth rate of 8 per cent which
was more than twice that for wages (3.1 per cent) and CPI (2.4 per cent).*

8 AER, Electricity distribution network service providers, Annual benchmarking report, 2014, p. 6.

ACCC calculations based on the Australian Bureau of Statistics (ABS) CPI Cat 6401.0 and adjusted for inflation.
10 ABS, Consumer Price Index 6401.0; ABS, Wages Price index 6345.0, Australia.

9
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Figure 1.3: CPI for electricity compared with other sectors and wage growth
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Source: ABS, Consumer Price Index 6401.0 and ABS, Wages Price index 6345.0, Australia.

Recent price increases announced by retailers are expected to further reduce the
affordability of electricity for customers. Section 1.2.1 below explores the recent price
increases in each NEM region, and the impact that this is having on consumers.

1.2.1. Impact of electricity price increases on residential users

The ACCC has received a number of submissions from Australian households related to the
sharp increase in electricity prices and its impact on them. Choice® Pulse Surveys have
found that electricity prices are the number one household cost concern for Australians for
nine straight quarters.™* These cost of living concerns were borne out in submissions to the
Inquiry and statements at public forums.

In 2017 households on standing offers faced further price increases (see Table 1.1 below).

For low income or vulnerable households, meeting increases in electricity costs can mean
reducing expenditure on other basics I|Iike food
or deferring household repairs or basic transport costs.*?

1 See for example, Choice, Consumer pul se: Austral i ansid6, Jaly20i6tfpuddes t o cost of

12 Victorian Council of Social Service, Power struggles: Everyday battles to stay connected, August 2017 p. 34.
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Table 1.1: Average increases in household standing offer electricity rates 2016 to 2017 (flat
rate tariffs)

Average Usage™ Standing offer price increase' Changein $
ACT 8000 kWh 191 21% $3201 350
NSW* 7200 kwh 151 20% $325i $450
Victoria* 4800 kWh 51 10% $150i 181
Queensland 8000 kwh 4% $115
South Australia 6000 kWh 167 19% $4001 510
Tasmania 8550 kWh 2% $38"°

Source: 2017 St Vincent De Paul Tariff Trackers for the ACT, SA, QLD, NSW, Victoria and Aurora and the Office of the
Tasmanian Economic Regulator for Tasmania™®
* Price increase vary depending on the distribution network area.

In relation to market offers, it is difficult to determine an average price movement across the

NEM, due to the significant number of market offers and the fact that market offer prices can

change at any time. However, the St Vincent de F
bet ween July 2016 and Edewgy Made2E@sy wWebsitenshawstbat theE R 6 s
average rates of increase in market offers, in some states, were generally in line with the

rates seen across standing offers.’” This has not always been the case. Retail price analysis

undertaken as part of the Independent Review into the Electricity and Gas Retail Markets in

Victoria (the Victorian Review) found that standing offers in recent years increased

markedly compared to the cost of supply.'® The issues of price dispersion between market

and standing offers, and retailer market strategies, are detailed in chapters 3 and 4 below.

The ACCC particularly notes the burden of higher electricity prices disproportionally affects
those segments of society least able to afford it. As an example, in most NEM areas in 2016,
the proportion of household disposal income spent on electricity was around five times
greater for the lowest income quintile as it was for the highest income quintile (see

Figure 1.4 below).

13 All usage except Tasmania is based on the estimated usage for a four person household (medium size residential

household) as detailed in each St Vincent De Paul tariff tracker report see references below.

ACT: this is the average usage for an all-electric household, the increase for electricity would reduce in a dual fuel
household

Victoria: electricity usage is lower due to gas usage meeting a portion of their energy needs
South Australia: this is the average for a dual fuel household in South Australia
Tasmania: this is based on a medium residential user.

Estimated price increases based on standing offers between July 2016 and July 2017, excepting Victorian prices as they
came into effect on January 2017.

OTTER, Standing offer electricity prices and the regulated feed in tariff rate to apply from 1 July 2017, Media Release, 23
June 2017.

Sources: St Vincent De Paul, ACT Energy Prices: An update report on the ACT Tariff Tracker Project, July 2017, p. 5.

St Vincent De Paul, NSW Energy Prices: An update report on the NSW Tariff Tracker Project, July 2017, p. 5.

St Vincent De Paul, Victorian Energy Prices: An update report on the Victorian Tariff Tracker Project, January 2017, p. 5.
St Vincent De Paul, Queensland Energy Prices: An update report on the Queensland Tariff Tracker Project, July 2017,
pp. 5, 16. St Vincent De Paul, South Australian Energy Prices: An update report on the South Australian Tariff Tracker
Project, July 2017, p. 5. Aurora Energy, Pricing proposal period 2 of the 2016 standing offer price determination: 1 July
2017i 30 June 2018, p. 3.

Y The St Vincent De Paul Societyds 1 July 2017 NSW-18and6.Queens!| and
per cent increase respectively in market offers, which is slightly higher than the average standing offer increases

recorded (p. 5).

Thwaites, T, Faulkner, P and Mulder, T, Independent Review into the electricity and gas markets in Victoria, Victorian

Government, Melbourne, August 2017, p. 10.

14
15

16

18

Retail Electricity Pricing Inquiry i preliminary report 14


https://www.energymadeeasy.gov.au/

Figure 1.4: Median market offer as a proportion of household income in 2016
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Source: ACCC/AER analysis, ABS Survey of Income and Housing (catalogue 6553.0), ABS Consumer Price Index
(catalogue 6401), ABS Wage Price Index (catalogue 6345)."

This situation has worsened over time. Taking NSW as an example, in 20061 07, the bhill
(which reflected the regulated price at that time) as a proportion of household income was
between 3 and 4.1 per cent for low income earners and between 0.6 and 0.8 per cent for
high income earners (depending on the distribution zone).? In 2016, the median market offer
as a proportion of household income was 4.8 per cent and 0.8 percent for low and high
earners respectively.

According to market research, 20 per cent of residential customers are considered a high
risk of experiencing some difficulty in meeting their energy costs.”* The NSW Energy and
Water Ombudsman noted increases in average levels of electricity related debt, enrolment in
payment plans, and disconnection for non-payment.?> Additionally, the Victorian Energy and
Water Ombudsman has recently raised concerns in the media about the rising number of
instances of high levels of debt for combined energy services with common debt levels
amounting to $5000 for households in arears.”® However, there are some indications of an
easing of disconnection rates in 20151 16 which may reflect changes to retailer management
of bad debt and higher enrolment in payment plans.

1 These figureswerepr epared based on the AERO6s approach to estimating ann

detailed in AER, Annual report on performance of the retail energy market 20151 16, November 2016, p. 91. Low income
households are based on an adjusted lowest income quintile, mid income households are represented by the third
income quintile, and high income by the fifth income quintile from the ABS Survey of Income and Housing 2013-14.
edian offers are based on median flat rate tariff market offers (including electricity only discounts) excepting in Tasmania
where the price is the standing offer. Consumption is reflective of AER bill benchmarks consumption rates by ABS
household size, with low income households based on between 1.2i 1.5 person sized households, and medium to high
income households on 2-3 person households

ACCC calculations based on IPART figures (IPART, Promoting retail competition and investment in the NSW electricity
industry: regulated electricity retail tariffs and charges for small customers 2007 to 2010, NSW Government, Sydney,
June 2007, pp. 123-124). Referenced prices include GST but do not include state based energy concessions from the
time.

Calculated by combining low income and mid-income vulnerable household segments in Newgate Research,
Understanding vulnerable customer experiences and needs. June 2016, p.17.

2 Energy & Water Ombudsman NSW, Submission to ACCC Issues Paper, June 2017, p. 9.
= Rooney, K, Energy bill: households crippled by utility debts as high as $18,000, Herald Sun, 2 September 2017.
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The ability of a household to absorb the electricity price increases of the past decade varies

on income. It will also vary accordingt o t he househol dds reliance on
other energy sources such as gas,?* its ability to invest in solar or energy efficient

appliances, or to make behavioural changes to reduce use, and its overall bundle of other

living costs. Further detail on the issues that vulnerable consumers face in engaging with the

retail electricity market is in chapter 4 below.

1.2.2. Impact of electricity price increases on small business users

There are approximately 1.1 million small to medium enterprise (SME) electricity customers
across Australia.?® Depending on the business type, their energy needs might be similar to a
householdd sr they could consume enough electricity to be classed as a dnedium userd

To date, there has been limited information published in relation to prices paid by small

businesses with relatively low levels of energy use. The experience and prices paid by small
businesses that fall i nto “taftegenaadyfinlimiwithi on of s ma
residential customers, but small businesses do not receive all the consumer protections

under the National Energy Retail Law (NERL), for example hardship policies or access to

Ombudsmen schemes. The experience of medium and large users is detailed in

section 1.3 below.

According to a report prepared for Energy Consumers Australia by Alviss Consulting, a
typical annual electricity bill for a SME ranges between $9,500 in Victoria to $15,900 in
South Australia.?” Nationally, the average electricity bill for SMEs using 40,000 kWh per year
and paying the same rate all day (a single rate) has increased by 16 per cent since April
2016.% Figure 1.5 belowshows Al v i s s C oamalysid of increasds $n small business
bills from April 2016 to July 2017 by network.

2 The use of gas for heating, hot water and cooking varies across states. Tasmania and Queensland are almost completely

reliant on electricity for all domestic energy needs, whereas Victorian, South Australian and NSW household energy
needs are met with a combination of electricity and gas services. In states with a high reliance on gas for basic household
functions, that can represent an additional 5.2 per cent of household income (over and above that income expended on
electricity) (AER, Annual report on performance in the retail energy market 20157 16. December 2016, p. 51.)

Alviss Consulting, Small to Medium Enterprise Retail Energy Tariff Tracker, Energy Consumers Australia, forthcoming,
p. 11.

The NERL defines a small customer as all residential customers and business customers that consume less than 100
megawatt hours (MWh) per year, as per the National Energy Retail Law (South Australia) Act 2011 (South Australia), s. 5
and National Energy Retail Regulations (South Australia), s. 7. Some jurisdictions have a consumption limit for a
business customer that differs to the NERL: 40 MWh Victoria, 150 MWh Tasmania, and 160 MWh in South Australia, all
other states are 100 MWh.

Alviss Consulting, forthcoming, p. 5.

Ibid. The calculations are based on average market offer (including guaranteed discounts and pay on time discounts),

based on the major retailersd offers, i n regi@nal Queenslandvamd k ar e a. For
Tasmania) the bills are based on the regulated/standing offer. Usage is based on an assumption of average usage

nationally but these levels are not verified and Alviss Consulting notes that they may change consumption levels in future

to reflect more accurate levels of usage, including adding small, medium and large profiles.
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Figure 1.5: Small business retail bills by network (average)29
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Source: Alviss Consulting (forthcoming)

1.3. Commercial and industrial users

Medium and large users, or commercial and industrial (C&I) customers, are the largest
electricity consumer group. Industry accounts for 34 per cent of total electricity consumption
and large users, including aluminium production, account for almost half of this.*® The
commercial sector accounts for 26 per cent of total electricity consumption.® The
commercial sector includes a wide range of businesses including financial services,
commercial building services, construction and retail services, as well as public services and
agriculture. The majority of C&I users obtain their supply from a retailer.

The doubling of wholesale prices in the past 12 months across the NEM has seen significant
increases in the prices offered to C&I users. While there are some measures medium and
large users can take to reduce the price they pay, including the use of energy management
systems and load reduction, energy brokers and other intermediaries, these steps have not
buffered businesses from the dramatic price increases in the wholesale electricity market.

% Alviss Consulting, forthcoming.

Department of the Environment and Energy, September 2017, Table F.
31 f
Ibid.
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Submissions from businesses confirm that in the past 12-24 months they have seen
increases, in some cases a doubling or tripling, against their most recent electricity offer.
According to the Australian Industry Group this may be because businesses are coming off
long running (3-5 year) contracts when wholesale prices were suppressed by higher levels of
supply, decreasing demand, and the removal of the carbon price.*

The ACCC has heard numerous examples of businesses struggling as a result of recent
price increases. Sections 1.3.1 and 1.3.2 below include a number of case studies. However,
these are only a small number of the stories that we have heard and the ACCC recognises
that price increases are being felt by businesses of all sizes across all industries.

1.3.1. Price increases facing commercial (medium) users

Electricity prices for medium users are not publicly reported and generally reflect a complex,
tailored agreement taking into account the energy demand profile of the business, and any
other conditions in the retail contract, including demand curtailment at peak periods or direct
load control.

The Australian Chamber of Commerce and Industry noted in its submission that it has
received examples from small to medium businesses that reflected a doubling in electricity
costs for those customers.*® Likewise, the Australian Industry Group highlighted businesses
with constant operations and relatively flat loads were seeing new average prices in 20171
18 of around 10 cents per kWh higher than in their previous contract, or a nearly threefold
increase.®* A number of submissions indicated that increased electricity prices were raising
businessesd costs which must be passed through t
for domestic goods and services. These price rises are resulting in changes to output,
reduction in other costs or even closure.* Members of the grocery sector have reported that
there is limited ability to increase retail prices to recoup increased electricity costs and that
wage costs are the only variable cost that can be reduced. Master Grocers Australia has
estimated that they will need to shed approximately 2,200 jobs in response to electricity price
increases.

Other medium users, particularly those with limited ability to reduce their energy loads during
peak periods, also commented on the impact of high wholesale prices on the back of
previous increases in network costs over the past decade.

8 Australian Industry Group, Mind the Gap: why businesses are seeing such large energy price increases, blog post, 26
July 2017.

Australian Chamber of Commerce and Industry, Submission to ACCC Issues Paper, June 2017, p. 5.

Australian Industry Group, 26 July 2017.

See for example, Queensland Chamber of Commerce and Industry Submission to ACCC Issues Paper, July 2017, p. 1;
Major Energy Users Inc, Submission to ACCC Issues Paper, July 2017, p. 6.
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Box 1.1: Price increase case studies

A medium sized retail grocer reported to the Inquiry an increase of nearly $50,000 in its
annual bill, equating to a 52 per cent increase in energy costs. The electricity price increase
was partly mitigated by investing $900,000 in energy efficient refrigeration and purchasing
through a large buying group, which if not done could have seen much higher increases to
that business.

A retail grocer with multiple sites noted a 53 per cent increase in their total bill for July 2017,
when compared to July 2016, equating to $36,000. This is expected to result in an increase
in total electricity prices for all sites for the year of at least $400,000. This increase was
partly offset by installing LED lighting conversion efficiency measures in most stores, which
was estimated to provide $45,000 in reduced electricity costs per year. The owner is
currently considering installing energy efficiency measures in the last store to reduce
electricity costs for that location by $2,000 per month, however, replacing lighting is
estimated to require around $53,000 of investment (half of which will be covered by
government rebates).

A print and signage company in Queensland with variable usage has, on average,
decreased usage from 45,000 kWh to 35,000 kWh but has seen their electricity costs
increase from around $7,500 to $11,000 per month between 2009i 10 and 201671 17. This is
an increase in the cost per unit of electricity of almost 90 per cent.*® Other companies in the
printing industry have seen increases of 35i 48 per cent in the past 12 months. Price
changes reported across the printing industry are highly variable depending on size and
location of the business, but all reported that these cost increases required operational or
plant improvements, either cutting staff or installing large scale distributed generation
systems.*’

A large winery in South Australia reported that it had previously invested nearly $400,000 in
energy efficiency improvements and solar power that reduced costs by around $120,000 per
year. Following this, the winery was faced with an increase in electricity costs of 160 per cent
in one year amounting to $250,000.%® This price increase will increase the costs and this
couldintumr educe the international competitive

Shopping Centres Australasia (SCA Property Group), which is responsible for operating 72
neighbourhood and regional shopping centres across the NEM estimated it faced a 31 per
cent or $1.8 million spike in electricity costs. The group indicated it would recover around
$1.2 million of the increase from tenants including major retailers like Woolworths.* This
increase in costs will have to be passed through to end customers where possible and will
reduce the competiveness of those businesses. In addition to renegotiating contracts, SCA
Property Group indicated it will invest around $1 million in new energy saving measures
including installing energy efficient products as well as solar PV to reduce dependence on
grid supplied electricity.*°

% Printing Industries Association of Australia, Submission to ACCC Issues Paper, July 2017, pp. 5, 21.

5 Ibid, p. 16.
% South Australian Wine Industry Association, Submission to ACCC Issues Paper, July 2017, p. 4.
Cranston, M, Woolworths landlord to take a hit on rising electricity prices, Australian Financial Review, 8 August 2017.
40 .
Ibid.
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1.3.2. Price increases facing commercial (large) users

The largest users of electricity are predominantly industrial users.** Some of these users
have reported they are experiencing reductions in their international competitiveness as a
result of rising electricity costs. Many of these businesses already employ sophisticated
energy management systems and have experience purchasing electricity directly from the
wholesale market.

BlueScope Steel is the third largest manufacturer of painted and coated steel products
globally,** with 41 per cent of its production based in Australia in 2017.** While BlueScope
Steel has achieved over $300 million in cost savings across its Australian steel operations,*
it has also seen a near doubling of its electricity costs in Australia since 2016.%

Figure1.6:Bl ueScope steel 6s electi2m®ty and gas costs 201
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Source: Based on information in BlueScope, FY2017 Financial Results Presentation

Other industrial processes also require significant electricity or direct heat as a part of their
operations. Visy Industries is a leading packaging and resource recovery company operating
across Australia, as well as internationally. It has been reported that since 2011, Visy
Industries has invested $500 million in clean energy including a 30 megawatt (MW) plant at
its paper mill in Tumut.*’ Visy Industries has also committed to expand its in-house
renewable energy generation alongside its increases to production and recycling facilities
totalling $2 billion between now and 2027. While other large businesses are exploring similar
options for installed generation, not all industries are similarly positioned to employ
renewable generation.

4 Each year, a very large industrial customer uses an amount of electricity equivalent to that of approximately 10,000

residential customers (Department of the Environment and Energy, Energy Exchange: Energy Efficiency Opportunities
program, Australian Government, viewed 8 September 2017, https://www.eex.gov.au/large-energy-users/energy-
management/energy-efficiency-opportunities).

“ BlueScope Steel, About us, viewed 20 September 2017, https://www.bluescope.com/about-us/.

4 BlueScope Steel, FY2017 Financial Results Presentation, 21 August 2017, p. 20.

“ bid, p. 7.
“ bid, p. 12.
“© bid.

a7 Crowe, D, PM to mill job message in the bush, The Australian, 23 August 2017; Stensholt, J, Ant hony Prattds Vi sy
$2b Australian expansion as it talks with Amazon, Australian Financial Review, 23 August 2017.
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Increases in network costs and wholesale electricity prices have resulted in a doubling of
prices between 20077 2017 for a number of medium manufacturers in South Australia.
Figure 1.7 below tracks the average total per megawatt hour (MWh) cost of electricity for
three large scale manufacturers in South Australia against major market and policy
developments. As seen below the average prices offered to these manufacturers is likely to
reflect:

1 increases driven by network cost increases of 9.5 per cent per year (in nominal
terms) between 2010 and 2015,*® the introduction of premium solar feed-in tariff
schemes, and the introduction of the carbon price

1 decreases between 20147 2016 due to low wholesale market prices following
increased supply and the repeal of the carbon price

f asharp increase from the June 2015 announcement of the closure of Northern power
station in May 2016, largely as a result of increased tightening in the wholesale
market.

The experiences of other businesses will differ, depending on when they came off contract.

Figure 1.7: Timeline of price drivers and average total cost of electricity for three medium

manufacturing businesses in South Australia
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Source: ACCC analysis based on price information from three de-identified manufacturers in South Australia and AEMO,
Information Hub: average price tables (viewed on 8 SePtember 2017). Average weighted monthly spot prices August 2016 and
2017 from the Department of Environment and Energy’ o

“8 AER, South Australian Distribution Determination 2010i 11 to 2014i 15, May 2010, p. v.

Department of the Environment and Energy, Weighted average spot prices for the period 25 August to 31 August 2017
and 25 August to 31 August 2016 using NEM-ReviewE data sourced on 12 September 2017, Australian Government,
September 2017.
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1.3.3. Other issues facing commercial and industrial users

Business customers can face similar issues to households, in terms of complexity and a lack
of comparability in retail electricity markets. For some small and medium businesses,
particularly those without in-house energy management systems or staff with internal energy
management expertise, assessing retail electricity proposals can be challenging. Businesses
from a range of sectors have noted that energy retailers can provide information in a format
which is not readily comparable,® and can often also require responses to offers in a
relatively short period of time (sometimes only two days).

Submissions from businesses in commercial sectors, including retail, light manufacturing
and agriculture, noted that when they sought offers from retailers there was little or no
competition between offers. Medium to large business users in South Australia reported that
the limited choice of commercially sustainable retail offers had resulted in those businesses
changing their buying arrangements to directly source their electricity from the wholesale
spot market. Their resultant exposure to the spot price has typically been unhedged due to
the lack of financial products in South Australia, over the past two years in particular, to
efficiently manage the price risk. These same medium-sized to large sized users (those
between 5-60 MW) highlighted that in entering the wholesale electricity spot market they
were concerned that developing the necessary expertise required to participate in the
wholesale market was outside their core business. Therefore their general preference was to
be able to access longer term and affordable retail contracts.

Submissions from a number of peak industry bodies for small to medium commercial and
light industrial sectors have called for greater transparency of pricing including more detailed
bills (breaking down peak and off peak consumption, retail charges, environmental schemes,
network charges), regular price reporting for small, medium and large users, and a tailor
made online comparator service or a similar tool for business to help them compare offers
and track the market more effectively.*

1.3.4. Differences between NEM regions

Electricity market conditions and the number of offers for business customers vary across
the NEM. For example, the combination of significant network investment over the past
decade, recent increases to gas prices, more concentrated wholesale markets, and the
transition from large scale synchronous generation to variable and intermittent renewable
energy resources has had a more pronounced effect on retail prices and number of offers in
South Australia than any other state in the NEM. The differences across the NEM in terms of
price and regulation are detailed in chapters 2 and 3 (particularly for small customers).

The Tasmanian Government has recently taken action to reduce the impact of price rises on
Tasmanian businesses by implementing a rebate for medium electricity users of up to

$15 per MWh, which equates to a discount of up to 15 per cent against the wholesale
contract price.> This follows an announcement earlier this year that the Tasmanian
Government had worked with Hydro Tasmania to reduce the wholesale contract price of
power by around 20 per cent.>

50 See for example, NSW Business Chamber, Submission to ACCC Issues Paper, June 2017, p.3.

Business SA, Submission to ACCC Issues Paper, June 2017, p.1; Queensland Chamber of Commerce and Industry, p. 2
Tasmanian Minister for Energy, $20 million energy rebate for Tasmanian Businesses, media release, 6 August 2017.

51
52
53 Tasmanian Minister for Energy Acting to protect business from power price rises, media release, 2 May 2017.
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The Queensland government also recently directed stated-owned Stanwell Corporation to
offer more capacity in the NEM and alter its bidding strategies to put downwards pressure on
wholesale prices.>*

1.3.5. Collective buying groups

Under the CCA, groups of businesse s may seek the ACCCb6bs approval
in a manner that would otherwise breach the anti-competitive conduct provisions of the CCA,
if this conduct will result in a net public benefit.

In response to higher retail prices, a number of groups of businesses have recently
approached the ACCC seeking authorisation to collectively bargain for electricity (and/or
gas). The arrangements typically involve a group of businesses pooling their electricity
demand and approaching retailers for competitive offers on tariffs based on the larger load.

In March 2016, the ACCC granted authorisation to a group of 14 organisations, led by the
Melbourne City Council, to jointly negotiate electricity sale agreements. The organisations
intended to use their pooled demand to underpin the development of a new 'utility-scale'
renewable-energy system connected to the NEM.*®

In May 2017, the ACCC granted authorisation to a group of 28 organisations lead by the
South Australian Chamber of Mines and Energy (SACOME) to collectively bargain with
retailers for electricity.® The SACOME group makes up approximately 15 per cent of South
Australiads electricity demand.

The ACCC is currently assessing a similar joint energy purchasing group called the Eastern
Energy Buyers Group.®’ The group is largely based in Victoria, and is seeking to jointly
secure bids to supply their electricity and gas needs for up to a maximum of 16

petajoules (PJ) of gas and 4.5 TWh of electricity. The ACCC granted interim authorisation on
1 September 2017.

A submission to the Inquiry from the Large Format Retailer Association noted that
streamlining ACCC processes to secure approval for joint electricity purchasing
arrangements would facilitate more businesses taking advantage of these arrangements.
However, the Large Format Retailer Association also noted that such collective
arrangements cannot protect businesses from significant increases in wholesale prices,”
which ultimately need to be passed through to users.

The Australian parliament is currently considering a number of amendments to the CCA. For

example, proposed amendments to the collective bargaining notification provisions in the

CCA will introduce greater flexibility to the collective bargaining approval process for small

business. Further, the ACCC will be given the power to issue class exemptions that exempt

particular kinds of conduct from the competition provisions of the CCA. A class exemption

creates a O0safe harbourd for business and theret
costs associated with seeking individual exemptions from the CCA. The ACCC wiill

commence consultation on guidance for businesses on these amendments once the

amending legislation is passed.

5 Queensland Department of Energy and Water Supply, Powering Queensland Plan, Queensland Government, Brisbane,

June 2017.

ACCC, Final Determination of a purchasing group Melbourne City Council & Ors, Authorisations A91532 & A91533, July
2016.

ACCC, Final Determination of a purchasing group the South Australian Chamber of Mines and Energy Inc & Ors,
Authorisations A91567 & A91568, May 2017.

ACCC, Interim Determination of a purchasing group Eastern Energy Buyers Group, Authorisations A91594 & A91595,
August 2017.

Large Format Retail Association, Submission to ACCC Issues Paper, 30 June 2017, pp. 6-7.
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1.4. International comparison

Byworldst andar ds,

A u s t erraslof ekedriity prioes has deterioratedn  t

substantially. According to the Organisation for Economic Co-operation and Development
(OECD) data (see Figure 1.8 below), Australia has dropped from the 4th cheapest and
below the OECD average in 2004 to the 10th cheapest and above the OECD average in

2016.
Australiads average national electricity pri
Government to the OECD via the International Energy Agency. Austr al i adés met
collecting average retail electricity prices has changed over time. In 2004 price information
was based on a price series collected by the then Electricity Supply Association of Australia
from electricity network and retail businesses and derived from a largely regulated market.
The 2015 average retail residential electricity price is an average of most competitive offers
available through each given retailer in each network region, weighted by customer number
to give a state national average.*
Figure 1.8: OECD comparisons of electricity prices across countries®
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Australian Energy Market Commission (AEMC), 2016 Residential Electricity Price Trends, 14 December 2016, pp. 74-75.

In the absence of competitive market offers in certain regions including Tasmania, Western Australia, regional
Queensland, and the Northern Territory the average price is the regulated standing offer price.
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Other measures have Australia in a much worse position. Analysis undertaken by Carbon +
Energy Markets (CME) foundthat Au st r a | i wedeslosp to the neost expensive in the
world (see Figure 1.9 below). The difference between these estimates reflects some
differences in methodology and also reflects different time periods.

The OECD retail electricity price figure for Australia is a weighted average of advertised
market offers across Australia and may not represent what Australian users are actually
paying. In contrast, the comparative analysis from CME (Figure 1.9) uses a weighted median
offerasatJuly2 017 from Australiads three | argest
customers, by retailer, and also by the proportion of customers in competitive markets that
are on standing offers and a segment of customers may not be receiving conditional
discounts.®® There are currently no national surveys conducted in Australia that inform price
reporting around what customers are actually paying.

Figure 1.9: Comparison of residential electricity prices (before and after tax2 (Australian cents
per kWh) (May 2017 prices in Australia, 2015 prices in European countries)®
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Source: Adapted from CME, The retail electricity market for households and small businesses in Victoria i Analysis of offers
and bills, July 2017

On any measure, it is clear that electricity prices in Australia have gone from a source of
competitive advantage to a drain on business productivity and a serious affordability concern
for households.

o1 CME, The retail electricity market for households and small businesses in Victoria i Analysis of offers and bills, July
2017, p. 36.

2 Ibid, p. 44.
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1.5. Other inquiries into the retail electricity market

This Inquiry is only one of a number of studies that have examined the issue of the prices
and supply of retail electricity in Australia, and the extent to which changes in those prices
over the past ten years can be attributed to particular causes. Recent work by other
organisations includes:

1 The Independent Review into the Future Security of the National Electricity Market
(the Finkel Review), which set out a plan to maintain security and reliability in the
NEM in light of the transition to significant renewable generation. The Finkel Review
made a number of recommendations for increased security, future reliability,
rewarding consumers, and lower emissions.

1 The Victorian Review, which included modelling of the components of the retail bill.*®

Based on estimating customersod bills and ded:
estimates of network, metering, environmental and wholesale charges, that review

found that retailersécharges were higher than the wholesale and network

components of the bill.** The Victorian Review also recommended that a regulated

basic offer should be made available in the market.

1 On 19 September 2017 the Australian Energy Council released analysis of the
Victorian Review by Oakley Greenwood.* Oa k| ey Gr eenwoodothat anal ysi
the Victorian Reviewd s r ecommendati on t hequiredtoprovidéd er s s h.
regulated basic offer is likely to significantly reduce the level of competition and
innovation in the retail electricity market.®®

1 The Australian Ener gyAEMZ ankual Residamtialnklectrigity o n 6 s (
Price Trends report, which examines the expected overall price trends in the
residential electricity market over a four year reporting period, as well as looking at
the trends in three constituent components of those costsd network costs,
environmental and other policy costs, and competitive market (wholesale and retail)
costs. The report does not separately report on the retail component, instead utilising
a oOr esi dual submacts llmtied codtshtaadetermine the retail component,
but noting that also reflects potential modelling errors in other cost components.®’

1 The AEMCDO Retal Gampeatition Review, which examines a number of
indicators of retail competition in electricity and gas. As part of the review, the AEMC
examines the retail offers made by retailers. The 2017 report also examined the
gross margins achieved by retailers, based on information voluntarily provided by
some retailers. The AEMC also noted limitations with gross margin analysis and
suggested that the ACCC Inquiry could shed further light on components of the gross
retail margin for a broader range of retailers.®®

1 The Grattan Institute 6 s  pRrigeeshock: is the retail electricity market failing
consumers? This report modelled wholesale, environmental and network costs for
retailers in Victoria. It noted however that there was a lack of data about retailersé
cost structures (and which consumers are on what offers) that limited the ability to
fully assess retailer margins. ® The report noted the potential for the AEMC or ACCC
to formally obtain this data to more fully analyse retailer margins.

& bid.
¢ CME, July 2017, pp. 34-42.

e Oakley Greenwood, Review of the Thwaites report and associated research, prepared for the Australian Energy Council,
19 September 2017.

% bid, p. 4.

¢ AEMC, 2016 Residential Electricity Price Trends, pp. 79-80.

% AEMC, 2017 Retail Energy Competition Review, 25 July 2017, p. 209.

69 Grattan Institute, Price shock: is the retail electricity market failing consumers? pp.13-20, 30.
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1 The St Vincent de Paul Society also conducts annual reporting of generally available
retail offers for households across each state in the NEM and in 2016 undertook an
analysis of the retail price.”

1 Various state and territory government regulated retail pricing decisions. State
governments are responsible for pricing policy and as part of that, they may regulate
electricity prices. At present, prices are regulated in the ACT, Tasmania and regional
Queensland by the ACT Independent Competition and Regulatory Commission
(ICRC), Office of the Tasmanian Economic Regulator (OTTER) and the Queensland
Competition Authority (QCA) (respectively). In the past, the Independent Pricing and
Regulatory Tribunal NSW (IPART), the Essential Services Commission of Victoria
(ESC Victoria) and the Essential Services Commission of South Australia
(ESCOSA) regulated prices in NSW, Victoria and South Australia respectively.
Typically, these regulators relied on modelling wholesale market purchases, including
hedging, and environmental scheme costs; using a pass-through of network costs
from AER determinations, and a variety of approaches to retail costs, including from
information requests, benchmarking and public sources. In some cases, the regulator
then modelled an explicit allocation for retail margin.

1 Following amendments to the National Electricity Law (NEL) in December 2016, the
AER now has a wholesale electricity market monitoring responsibility. The AER is
currently consulting on its statement of approach for this role.”* The AER must report
on its findings every two years and its first report is due in December 2018.

T The Gratt an |,iNextGeneratioe: theslong-eemduture of the National
Electricity Market, sets out a number of steps that need to be undertaken to restore
confidence in the existing structure of the NEM."?

1.5.1. | mplications of exi stilmgirywor k for the

Although there are differences in the findings between recent key reports into retail electricity
competition and pricing, a common theme across the reports is that retail electricity markets
are complex, lack transparency, and that all consumers are not equally benefitting from
competition. The differing findings can partly be attributed to different methodology used to
estimate the components of retail electricity prices and to find the main drivers of changes in
those prices.

The ACCC has had regard to these studies in conducting its modelling and analysis. The
ACCC will build on the work of AEMC, the Grattan Institute and the Victorian Review to
address the lack of information on the retail costs and margins currently achieved by
retailers, in order to provide a more robust assessment of retail electricity market
competition.

Through the direction given by the Treasurer, the ACCC has powers under the CCA to
compel parties to provide information and data to the ACCC. The ACCC has sourced a great
deal of insightful information using these powers in the Inquiry which underpin much of the
analysis in this report.

In particular, the ACCC has uncovered information which suggests the electricity affordability
problem in Australia is due to no single cause, but rather is the result of many factors. These
factors are described in detail in chapters 2 and 3.

"  StVincent de Paul, The NEM i a hazy retail maze, December 2016.

AER, Wholesale electricity market performance monitoring report i Statement of approach, viewed 13 September 2017,
https://www.aer.gov.au/wholesale-markets/market-quidelines-reviews/wholesale-electricity-market-performance-
monitoring-report-statement-of-approach.

Grattan Institute, Next Generation: the long-term future of the National Electricity Market, September 2017.

71

72

Retail Electricity Pricing Inquiry i preliminary report 27


https://www.aer.gov.au/wholesale-markets/market-guidelines-reviews/wholesale-electricity-market-performance-monitoring-report-statement-of-approach
https://www.aer.gov.au/wholesale-markets/market-guidelines-reviews/wholesale-electricity-market-performance-monitoring-report-statement-of-approach

The drivers of price increases have been different across Australia but the end result is
broadly similar: Australians are paying much more for electricity than they should be.

This report sets out in more detail the issues the ACCC has identified in the operation of
electricity markets in Aust ragelatthis stag¥hprelimnary he ACCC
in nature, the ACCC has identified a number of areas where changes can be made to benefit

consumers and businesses.
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2. What has driven the increases in retail electricity
prices?

Key points

1 Network costs were the largestco mponent of r et aiils, makisgup c
around 48 per cent of an average bill charged to a residential customer. Wholesale
costs (22 per cent), environmental costs (7 per cent), retailer costs (16 per cent) and
retail earnings before interest, tax, depreciation and amortisation (EBITDA) margins
(8 per cent) made up the rest of the components of the average bill.

1 Inreal terms, based on data provided by retailers, residential charges have increased
by around 30 per cent on a per customer basis and by 47 per cent on a cents per
kWh basis (across the NEM) between 20077 08 and 2015i 16.

{ After considering wholesale price increases in 20161 17, the ACCC estimates that
residential charges would have increased by 44 per cent on a per customer basis
and 63 per cent on a cents per kWh since 20077 08.

1 Data provided by retailers shows that increases in electricity prices over the period
from 20071 08 to 20151 16 were primarily driven by higher network costs as well as,
to a lesser extent, increasing environmental scheme costs and retailer costs.

1 In contrast, average wholesale costs remained relatively flat over a long period.
Combined with decreasing average electricity usage, this resulted in a decline in the
contribution of wholesale costs to retailer costs in the period to 20151 16. However,
the ACCC estimates that higher wholesale prices in 201671 17 have driven the more
recent increases in retail prices.

1 Business customers, including large C&I users, have also seen large increases in
their bills over the same period. These customers are more exposed to changes in
network and wholesale costs, as these components make up a greater proportion of

a | ar g eaotalbdl.er 6 s

T The bil!l increases observed by the ACCI
than reported price increases by the Australian Bureau of Statistics (ABS). On a per
customer basis, a decrease in residential customersoelectricity usage over time,
including through improved energy efficiency and installation of solar panels, has
dampened the increase in certain cost components. Also, as customers change to
cheaper market offers, this reduces the average bill that the particular customer

pays.

Chapter 1 of this report examined the retail prices being faced by Australian households and
businesses for their electricity use. While there are a number of difficulties in examining the
exact position of Australian prices compared to world prices over time, it is clear that the
affordability of retail electricity services has decreased over the past ten years.

This chapter examines the drivers of these increases in prices through the use of data
collected from retailers about their input costs. That is, what components of the retail price
for electricity have increased and contributed to the overall increase in retail electricity
prices? The ACCC has made this assessment using the four common categories of costs
that are typically identified in analysis of this issue, namely:

f wholesale costs
1 network costs (transmission and distribution)

{ environmental (green) scheme costs
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{1 retail costs and margins.

The primary source for the information presented and analysed in this chapter is data

obtained from retailers by the ACCC pursuant to its compulsory information gathering
powers.*The ACCC®ds | nqui ry ircthistegdrefrord woskturidertgkeribg h e d
other organisations. Generally, outside of state regulator price-setting processes, other
organisations have had limited access to data directly from retailers as to the costs that they
incurred for the above four cost categories, having to instead model or infer costs from

publicly available information sources.

In this chapter,we f i rstly present the high [ evel 6cost
relative impacts of the costs on the overall prices paid for retail electricity. The following
sections then examine each of the relevant cost components in more detail.

Where relevant, this chapter also draws on findings from public information and a number of
recent reports. These include work by the Grattan Institute, AEMC, the Victorian Review,
state regulators and a number of other entities including consumer groups. The ACCC has
used this information to check and corroborate its data, as well as inform it as to trends in its
own data.

Box 2.1: The ACCC6s data and met hodol ogy
Data

The ACCC sought information from 16 current retailers covering five years of data i 20071
08, 20101 11, 2013i 14, 2014i 15 and 2015i 16.”* These retailers provided electricity to over
98 per cent of residential customers across the NEM in the first quarter of 20167 17. The
ACCC sought information on wholesale, network, environmental and retailer costs, as well
as revenues, margins and usage information.

Given the timing of its data collection, the ACCC was not able to obtain data for 2016i 17. As
noted elsewhere in this report, the 20167 17 year saw significant changes in wholesale costs
in particular. Thesear e not captured in the ACCCO6s da
for 20161 17 for use in its final report.

The ACCC sought information for three different customer types i residential, SME, and
C&l. Generally speaking, the ACCC found that data in relation to residential customers was
more complete, but has been able to draw some findings in relation to business customers.

Some retailers found data in relation to the two older time periods, particularly 20071 08, to
be difficult to obtain and provide. As such, in certain geographic regions, the ACCC had a
more limited data set for those years.

Some retailers did not record certain categories of costs on a state by state basis and
adopted allocation methodologies to estimate costs.

Due to data issues, the results presented in charts in this chapter excludes information about
the ACT, and Queensland data only covers the south east part of Queensland which is open
to competition. Information about Tasmania is presented in certain charts where data by
state is shown. Charts for the NEM exclude Tasmania due to data quality issues for earlier
years for Tasmania. The ACCC will seek to examine these regions in more detalil in its final
report.

¥ CCA,s.95ZK.
™ Certain retailers provided data on a calendar year basis.
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Methodology

The ACCC examined and 6cleanedd the return
and checked it against other data sources. The ACCC engaged with retailers to clarify
identified inconsistencies and errors.

The ACCC then used retailer revenue, cost and usage data to obtain measures of the
overall o6cost stacksd for retailers, befor
customer® cost stack and by kWh served to
then examined the components that contributed to those stacks.

The 6cents per kWhoé measure can be consi de
electricity user for a unit of electricity. It does not take account of usage differences between
customers which can vary dramatically.

The 6doll ar per customer® measure can be c
average customer would pay for electricity. However, it is only a general representation due
to significant usage differences between geographic regions, time periods and customer

types.

Much of the retailer data was provided in August and September, very close to the
finalisation of this preliminary report. Additionally, not all data sought was received from all
retailers in time to be analysed and included. The ACCC will continue to analyse the data for
its final report in June 2018, as well as examine in more detail differences between different
retailer types, geographic regions and business structures.

As the ACCC continues to work with the data set, it is possible that results presented in this
preliminary report may change between now and the final report.

Unless otherwise stated, the ACCC has presented real (inflation adjusted) numbers in this
report, in 201571 16 dollars. NEM-wide graphs are volume-weighted by usage or customer
numbers as relevant. GST is not included in the graphs presented.

Percentage values in graphs may not sum to 100 due to rounding.

21. Cost stacks: what are the component

Atasimplel evel , a O6cost stackd represents the differl
into making up the amounts charged by retailers to their customers. That is, the contribution

that each of network costs, wholesale electricity costs, environmental scheme costs, and

retail costs and margins, make to the overall level of costs.

This section examines the level of each component, and the overall changes in cost stacks,
between 20071 08 and 20151 16. The subsequent sections of the chapter then examine each
individual cost component further.

Given that the results achieved are different for different customer types, the ACCC has
divided its analysis in this section into discussion of results for residential and business
customers. Retailers will not always have a clear distinction between customer types for all
categories of costs i for example, a retailer may buy all of its wholesale energy for its
portfolio on a combined basis. However, the evidence available to the ACCC suggests that
there are differences in the way that a number of costs are accounted for by retailers.
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2.1.1. Residential customers

This section firstly examines the cost components, and changes in those components, on a

NEM-wide basis, before then examining regional differences.

NEM

Figure 2.1 below shows the average cost stack breakdown for 20157 16, of the average

revenue per customer received by all retailers, for residential customers.”

This shows the:

1 wholesale costs of purchasing electricity from the NEM (or of generation as relevant
in the case of vertically integrated gentailers), and of managing hedging and price

exposure (rather than simply the cost of electricity on the spot market)

1 costs charged by transmission and distribution network operators for the

transmission of electricity

1 costs of complying with environmental (green) schemes’®

f the costs of running a retail business, such as billing, marketing and customer

assistance costs

1 a measure of profitability. The ACCC has used EBITDA in the analysis in this

chapter.

Figure 2.1: Components of an average residential customer bill across the NEM (excluding

Tasmania) (2015/16, $ per customer,) excluding GST
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Source: ACCC analysis based on retailersodata. This figure does not include data for Tasmania.”
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premium feed-in tariff schemes. See section 2.4 below.
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Figure 2.1 is an aggregated summary of retailer costs that incorporates information across a
number of different retailer and residential customer types, and across geographic regions. It
demonstrates the drivers of retailer costs and therefore customer bills for 20157 16.

Figure 2.1 demonstrates that in 20157 16, the largest component of the residential bill was

the cost incurred for transmitting electricity over transmission and distribution networks. This

makes up around 48 per cent of the overall bill. Wholesale energy costs made up 22 per

cent, although this percentage is expected to increase significantly in 20161 17.*Ret ai | er s 0
costs of operations made up around 16 per cent of the cost stack, green scheme costs 7 per

cent and the remaining 8 per cent is attributed to retailer EBITDA margin.”® This EBITDA

margin reflects a | evel of return on the retaile
risks faced by retailers due to their operating and regulatory environment.®

Both the overall amount and the proportions of overall costs that can be attributed to
particular cost components have changed over time.

Figure 2.2 shows the changes in the average revenue per customer achieved by retailers
that can be attributed to particular components over the period from 20077 08 to 20151 16.
Figure 2.3 shows the equivalent information on a cents per kWh basis. As noted above,
Figure 2.2 incorporates the effect of changes in usage over time (where decreases in usage
may offset some of the increases in bills) while Figure 2.3 represents a proxy for the
effective price changes for a unit of energy over the period.

Figure 2.2 shows that, on an annual dollars per customer basis,r et ai | er sd6 data sho!
there was an overall real increase of 29 per cent in the amounts charged by retailers over

the period from 20071 08 to 20157 16. Figure 2.3 shows that, on a cents per kWh basis, the

price increase was around 47 per cent in real terms.

Box 2.2: Comparison between changes in these cost stacks and CPI figures

Figure 2.2 shows that there was a 29 per cent increase (in real terms) between the average
revenue per customer from 20077 08 to 20151 16. This suggests that bills for customers
increased by almost a third over that time period.

However, this is significantly lower than real price increases indicated bythe ABSd&6s CP
presented in chapter 1. For the period from June 2008 to June 2016, the real price increase
in the ABSO6s Cddatawab ®1@dr centseetFigurepli2 inchapter 1 above).

The ACCC notes that there are two key reasons that may explain some of the difference.

Firstly, the datain Figure 2.2i s pr e s e mldllaasdo ean caus& omer 6 bas.i
of this is that decreases in overall electricity consumption per customer have partially offset
rises in the underlying cost components. Figure 2.3, presented on a cents per kwh basis,
demonstrates a 47 per cent increase, which is closer to the ABS figures.

Decreases in consumption can be attributed to a number of factors, including:
1 improved energy efficiency in appliances and buildings

T reductions in usage in response to higher bills

77 To allow for a like-with-like comparison with Figure 2.2 we have excluded Tasmania from this chart. The ACCC did not

have comparable 20071 08 information for Tasmania.
We discuss our estimate of the impact of 20161 17 wholesale price changes on residential bills in Box 2.4 of this chapter.

7 EBI TDA may overstate the 6trued margin that a retailer obtains
interest and tax are accounted for. To the extent that these are significant costs, their return will be lower than 8 per cent.
Ideally, an assessment of return on capital should also be made, but the ACCC did not have information on capital
employed for this report.

These risks may change over time. See for example. AGL, Submission to ACCC Issues Paper, July 2017, p. 13;
EnergyAustralia, Submission to ACCC Issues Paper, 30 June 2017, p. 26.
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1 the effect of greater take-up of rooftop solar that will lead to increase in usage of own
generation capacity and hence decreases in usage of NEM electricity.

The impact of each of these individual effects is difficult to separate out based on the data
available to the ACCC. Box 2.3 below provides an indication of the likely impact of solar
customer s. Overall, the ACCC notes that r e
customer usage across the NEM of 12 per cent, and as high as 24 per cent in south east
Queensland, between 20071 08 and 20157 16.

Secondly, the ACCC not es t haauntiltetestly baseddntirelyC F
on standing offer prices, rather than market offers which will generally be lower. In many
states, the percentage of customers on standing offers has decreased over time and is now
relatively low i for example 9 per cent in Victoria, 15 per cent in South Australia, 24 per cent
in NSW and 26 per cent in south east Queensland. Accordingly, it would be reasonable to
expect a smaller increase in bills and prices as these customers switch away from standing
offer plans.

Finally, the ACCC again notes that its data excludes expected recent changes in wholesale
costs in 201671 17 and retail price increases on 1 January (Victoria) and 1 July 2017 (other
jurisdictions). Accordingly, the full change in prices since 20071 08 is not captured in the
ACCCob6s current dat a. Box 2.4 bel ow pifrib/vi de

The ACCC will seek more recent data from retailers in the next phase of the Inquiry, and
detail its findings in its final report in June 2018.

Figure 2.2 and Figure 2.3 also show the proportion of the overall change in the real cost
stack or average customer bill that can be attributed to the relevant component. For
example, in Figure 2.2, of the overall 29 per cent or $347 increasei n r esi dent i al cus
bills, 66 per cent of the increase can be attributed to network costs. Wholesale costs
decreased in real terms, and so constitute a negative 29 per cent of the overall increase.

Figure 2.2: Changes in average residential customer bill from 20071 08 to 20157 16, NEM-wide
(excluding Tasmania) i real values in 20157 16 dollars, excluding GST
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Source: ACCC analysis based on retailersodata.
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Figure 2.3: Changes in average residential customer effective prices (c/kWh) from 20077 08 to
20157 16, NEM-wide (excluding Tasmania) i real values in 20151 16 dollars, excluding GST
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Source: ACCC analysis based on retailersddata.

Figure 2.2 and Figure 2.3 show that the main driver of changes in customer bills over the
20071 08 to 20157 16 period is the significant increase in network costs. The reasons for this
increase include regulatory requirements, financing costs and the revenue determination
process, and are discussed further in section 2.3 and in chapter 3.

Environmental schemes have also caused a significant component of the increase in overall
customer bills. These are driven by the take-up of jurisdictional premium feed-in tariff
schemes and an increasing federal Renewable Energy Target (RET), as discussed in
section 2.4 below.

The two retail components were the second largest driver of the increases in residential
Cc u st o inks owverGhe relevant period. In particular, increases in retail costs led to a
notable increase, although not as large as those from network costs. The EBITDA retall
margin component also increased on average over the period, although by a smaller
amount. This is discussed further in section 2.5.

While much recent debate has focused on increases in wholesale costs, this impact has
mostly taken place in 20167 17. This is not captured in the retailer data currently available to
the ACCC, which shows wholesale costs were relatively constant in nominal terms between
20071 08 to 20151 16, and actually decreased in real terms. This is reflected in the negative
impact in Figure 2.2 and Figure 2.3 above. A 12 per cent overall decrease in usage, as
discussed in Box 2.2, across the period has also meant that wholesale costs, which are
variable in nature, have decreased as a proportion of the overall cost stack. Wholesale costs
are discussed further in section 2.2 below.
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Box 2.3: Estimated changestonon-s ol ar customersé cost st a

The preceding cost stack analysis includes a range of residential customers. Different
customers will experience different bills over time depending on their particular
circumstances. One notable distinction between customer types is that solar customers
typically use less electricity from the NEM as their solar panels can provide for some of their
own electricity usage requirements. This results in lower average bills for customers with
solar panels (even before feed-in tariff payments are accounted for).

Higher solar penetration is likely an important driver of the fall in average residential energy
usage over the period the ACCC has examined. Estimating the impact of removing solar
customers from the data provides an indication of the underlying cost stack information for
residential customers without solar panels.

In Figure 2.4 we have estimated a 20157 16 cost stack for average residential customers
without solar panels. The removal of solar customers from our data shows that the average
bill per residential customer without solar panels is $1,576 in 20151 16. This is $52 higher
than the average residential bill per customer of $1,524 shown above in Figure 2.2.

This is because the size of each of the elements of the cost stack, except for retail costs, is
dependent on customer usage. Therefore non-solar customers will have a relatively higher
bill than the average cost stack reported in Figure 2.2 and Figure 2.3.

Figure 2.4: Estimated changes in average residential bill without solar from 20071 08 to 2015i
16, NEM-wide (excluding Tasmania) i real values in 20151 16 dollars, excluding GST
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Source: ACCC analysis based on retailerso6 data.

To estimate the impact, we identified solar penetration rates and the difference in electricity
usage between solar and non-solar customers. Solar penetration varies by state and data
from the Clean Energy Regulator shows the highest solar penetration rates are in
Queensland and South Australia at 34 per cent and 32 per cent respectively. Solar
penetration in NSW, Victoria and Tasmania is relatively lower ranging from 15 per cent to
17 per cent.8 ACIL Allen, as part of their residential bill benchmark analysis, estimated the
amount of electricity the average solar customer usage from the NEM.? This amount differs
by state 1 for example Queensland households with solar on average use 1,421 kWh less
electricity from the NEM, while in Victoria the difference was 635 kwh.®?

& Clean Energy Regulator, Small-scale renewable energy hits record-breaking capacity in Australia, media release,

31 August 2017.
ACIL Allen Consulting, Electricity bill benchmarks for residential customers, March 2015.
8 Ibid, pp. 24, 33.
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Box 2.4: Estimated 20167 17 cost stack, and the effect of wholesale price rises

The 20161 17 year saw a significant increase in wholesale spot prices, which increased

51 per cent on average across the NEM (see Figure 3.1 in chapter 3 below). During the
same period there was also a 3 per cent decline in network costs. As noted in Box 2.1, given
the timing of the data collection exercise, we have not yet been able to collect 20167 17 data
from retailers.

The ACCC intends to undertake an in depth analysis of 20167 17 data for its final report,
once information has been provided by retailers. In the interim, we have estimated the bill
impact of changes in wholesale and network costs.

Accounting for these two changes predicts that the overall price increase since 2007-08
rises from 29.5 per cent to 43.7 per cent, meaning 20167 17 price increases increased bills
by a further 14.2 percentage points alone.

We note that changes in the wholesale spot price may not necessarily translate directly into
retail bill changes. This is because retailers have long term hedging contracts in place which
may result in a delayed impact to their underlying costs. However, changes in the spot price
are still a useful guide tochangesina r et ai |l er 6s underl ying wt

The ACCC notes that significant price increases for regulated or standing offers were in fact
made by 61 oc a®in20t6eld (rangny faom I3.4 pesscént in Tasmania to

12.8 per cent in South Australia).®® Prices also subsequently increased in 2017i 18,
particularly in NSW, SA and ACT. Table 1.1 in chapter 1 of this report outlines some of these
price increases.

Figure 2.5 and Figure 2.6 below show the ACCC estimated change in the costs of each cost
stack component from 20077 08 to 20167 17, after accounting for the changes in wholesale
and network costs (while holding other components steady). The figure shows that the
increase in wholesale costs in a single year has reversed the trend of declining wholesale
costs in real terms from 20071 08 to 20151 16. Although network costs decreased relative to
20157 16, this did not have a material impact on the overall cost stack. We note that we have
not included the direct impact of 1 July 2017 retail price changes in this estimate.

8 Local area retailers are obliged to offer to supply energy in their associated distribution supply districts to customers to

new and existing customers.

% AER, 2017 State of the energy market, p. 131.
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Figure 2.5: Estimated change in average residential bill per customer from 20077 08 to 201671 17,
NEM-wide (excluding Tasmania) i real values in 2015i 16 dollars, excluding GST
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Figure 2.6: Estimated change in average residential effective prices (c/kWh) from 20077 08 to
20161 17, NEM-wide (excluding Tasmania) i real values in 20151 16 dollars, excluding GST
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Regional cost stacks

Given that market conditions, and hence outcomes in cost stacks and prices, can vary
significantly by region within the NEM, the ACCC has also examined the level and changes
in regional costs stacks on a regional basis. Figure 2.7 presents the differing cost stacks
across regions in 201571 16.

Figure 2.7: Average residential bills by state, 2015i 16, $ per customer excluding GST
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Notes: average electricity usage differs from state to state. Usage is highest in Tasmania and Queensland as they are almost
entirely reliant on electricity. Usage is lowest in Victoria due to a high reliance on gas. ACT is not included due to data issues.

The ACCC again notes that, as discussed above in Box 2.2, changes in usage patterns can
lead to differences in outcomes for customers, even if costs have not changed significantly.
This is reflected in Figure 2.7, where average usage figures are quite different across the
different states. For example, Victoria has the lowest typical consumption (largely due to the
use of gas), while Tasmania typically has the highest.®

On a percentage basis, the relativities between the five different cost stack components
remain similar. That is, network costs represent the largest portion of the cost stack for all
regions, followed by wholesale charges and then retail costs. Green schemes and the retail
margin are the smallest components, although their relative significance depends on the
state. Furthermore, while the relativities are generally similar, there are some differences
between regions, including:

f network costs were proportionally more significant in NSW and Queensland
1 retail costs were proportionally larger in Victoria and smaller in Tasmania

1 retail margins were somewhat higher in Victoria and NSW
il

there was a higher wholesale component of the cost stack in South Australia and
Tasmania

1 environmental scheme costs were similar in percentage terms in all states (although
they were highest in Queensland and lowest in Tasmania).

8 ACIL Allen Consulting, March 2015, p. 23.
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These differences are explored further in the following sections of this chapter.

The ACCC also notes that the overall levels of these components need to be distinguished
from the changes over time. The following pages present changes in the cost stack in
particular NEM regions over time basedont he ACCCO6 s a n a bdata. F® eaohf
region there are four charts showing:

1T the change in each r eglii0®toZ0$5 16 onsatdollasstper c k
customer basis and cents per kWh basis

71 the estimated change in cost stack from 20077 08 to 20167 17 on a dollars per
customer basis and cents per kWh basis, using the methodology discussed in
Box 2.1 above.

Charts for Tasmania have not been provided due to issues with quality of data from earlier
years.

The regional data provided by retailers indicates that, while there is an overall increase in the
cost stacks in all states on a cents per kWh basis, the drivers of price changes vary between
states. Significant regional observations in the data are:

71 there was a much larger increase in the effect of retail costs in Victoria than in other
states

1 network costs were a significant component of increases in all states, but increases
in Victoria were partly attributable to the rollout of smart meters

1 retail margins increased significantly in NSW T although this result was largely driven
by one year of negative margin in 20077 08 T and have decreased in some states

9 increases due to environmental costs were lowest in NSW.

These outcomes are examined more in the following sections of this chapter.
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Victoria

Figure 2.8 and Figure 2.9 are based on actual numbers provided by retailers for the period
from 20077 08 to 20157 16.

Figure 2.8: Change in average Victorian residential bill per customer from 20071 08 to 20157 16,
real values in 20151 16 dollars excluding GST
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Figure 2.9: Change in average Victorian residential effective prices (c/kWh) from 20077 08 to
201571 16, real values in 2015i 16 dollars excluding GST
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Figure 2.10 and Figure 2.11 are based on ACCC estimated numbers for 2016i 17, using the
methodology outlined in Box 2.1 on a state basis, as well as the actual data provided by
retailers for the period from 20077 08 to 20157 16.

Figure 2.10: Estimated change in average Victorian residential bill per customer from 20077 08
to 201671 17, real values in 201571 16 dollars excluding GST
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Figure 2.11: Estimated change in average Victorian residential effective price (c/kWh) from
20071 08 to 201671 17, real values in 20157 16 dollars excluding GST
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NSW

Figure 2.12 and Figure 2.13 are based on actual numbers provided by retailers for the period
from 20077 08 to 20157 16.

Figure 2.12: Change in average NSW residential bill per customer from 20071 08 to 2015i 16,
real values in 20151 16 dollars excluding GST
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Figure 2.13: Change in average NSW residential effective price (c/kWh) from 20077 08 to 201571
16, real values in 201571 16 dollars excluding GST

30
25.1
25
2.0
= I
2 I R 2.6
20 11 1.0 fdi) 32%
Tg -14% 12% _
= 47
< 15 |
E 5 60% 54
9]
o
210
c
[}
(]
5 | FY08 FY16  FY08to FYlc|E i
76 172 25.1 45.9%
0
2007-08 Network Wholesale Environmental Retail and Retail 2015-16
electricity other costs margin
Source: ACCC analysis based on retailersdé dat a.

Retail Electricity Pricing Inquiry i preliminary report 43



Figure 2.14 and Figure 2.15 are based on ACCC estimated numbers for 2016i 17, using the
methodology outlined in Box 2.1 on a state basis, as well as the actual data provided by

retailers for the period from 20077 08 to 20157 16.

Figure 2.14: Estimated change in average NSW residential bill per customer from 20077 08 to

201671 17, real values in 2015i 16 dollars excluding GST
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Figure 2.15: Estimates change in average NSW residential effective price (c/kWh) from 20077 08

to 20161 17, real values in 201571 16 dollars excluding GST
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South Australia

Figure 2.16 and Figure 2.17 are based on actual numbers provided by retailers for the period
from 20077 08 to 20157 16.

Figure 2.16: Change in average SA residential bill per customer from 20071 08 to 2015i 16, real
values in 201571 16 dollars excluding GST
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Figure 2.17: Change in average SA residential effective price (c/kwh) from 20071 08 to 20157 16,
real values in 20157 16 dollars excluding GST
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Figure 2.18 and Figure 2.19 are based on ACCC estimated numbers for 2016i 17, using the
methodology outlined in Box 2.1 on a state basis, as well as the actual data provided by
retailers for the period from 20077 08 to 20157 16.

Figure 2.18: Estimated change in average SA residential bill per customer from 20077 08 to
20167 17, real values in 20151 16 dollars excluding GST
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Figure 2.19: Estimated change in average SA residential effective price (c/kWh) from 20071 08
to 20161 17, real values in 201571 16 dollars excluding GST
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Queensland

Figure 2.20 and Figure 2.21 are based on actual numbers provided by retailers for the period
from 20071 08 to 20157 16. As noted in Box 2.1, references to Queensland only cover
competitive regions of Queensland.

Figure 2.20: Change in average Queensland residential bill per customer from 20077 08 to
201571 16, real values in 2015i 16 dollars excluding GST
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Figure 2.21: Change in average Queensland residential effective price (c/kWh) from 20077 08 to
20157 16, real values in 2015i 16 dollars excluding GST
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Figure 2.22 and Figure 2.23 are based on ACCC estimated numbers for 2016i 17, using the
methodology outlined in Box 2.1 on a state basis, as well as the actual data provided by
retailers for the period from 20077 08 to 20157 16.

Figure 2.22: Estimated change in average Queensland residential bill per customer from
20071 08 to 20161 17, real values in 20157 16 dollars excluding GST
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Figure 2.23: Estimated change in average Queensland residential effective price from 20077 08
to 20161 17, real values in 201571 16 dollars excluding GST
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2.1.2. Business customers

The ACCC also collected data from retailers about the revenues, costs and profits related to
servicing SME customers, and C&l customers.

The ACCC notes that, while most retailers provided data in August and September that
relates to SME and C&I customers, the overall data set for these customers is less complete
than that for residential customers. As such, the findings set out below should be considered
as more preliminary in nature than for residential customers.

As the ACCC receives further information from retailers, it will compile a more complete data
set for both SME and C&l customers and report further findings for these customer groups in
its final report.

Small and medium enterprise customers

Retailers typically identify SME customers as those with electricity usage of less than
100 MWh per year and who are classified as a SME or commence a small business type
plan, although this varies between retailers.

Some of the difficulty in compiling a SME dataset using retailerséown information stems from

some retailers not recording costs separately for residential and SME customers. Instead

theseretai | er s record information for a combined gro
mar ket 6.

Data received by the ACCC to date generally shows that the proportions of the 201571 16
NEM wide average bill or cost stack for SME customers is similar to that for residential
customers (that is, each of the networks, wholesale, environmental and retail components
are a similar proportion of the cost stack). Network and wholesale costs make up a slightly
larger proportion, while environmental, retail costs and retail margins make up a slightly
smaller proportion of total costs. Given the larger usage of SME customers compared to
residential, average SME costs are roughly two and half times that for the average
residential customer.

Commercial and industrial customers

C&l customers are characterised by larger electricity usage, generally more than 100 MWh

per year, although some retailers have even higher thresholds for their definition of

6commercial and industrialé. C&l customers can i
universities and other large businesses. The contracts for such customers are typically very

different to those for residential or SME customers. The data provided to the ACCC

demonstrates that there is a large amount of variability across C&I customers in the scale of

their usage, meaning that thereisnoét ypi cal 6 E& exanple,orne &l eustomer

may consume over 1000 MWh per year while another may consume less than 300 MWh per

year.

Over the period from 20071 08 to 20157 16, the average cost of electricity for C&l customers
has increased noticeably across the NEM. Figure 2.24 shows the cost stack for C&l
customers on a cents per kWh basis in real terms.

The ACCC considers that a cents per kWh measure gives a more meaningful comparison

for C&lI customers. Given that a retailerds reven
change dramatically as it acquires and loses large C&I customers, basing the cost stack on

a usage measure presents a more consistent comparison over time than a per customer

measure. As noted above, C&I customers can be very different from one another.
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Consistent with the results for residential customers, Figure 2.24 shows that, over the period
to 201571 16, network costs have been the main driver of increases in C&l customersé
electricity costs. The ACCC notes again that increases in wholesale costs throughout the
end of 2016 and 2017 are not captured in Figure 2.24, but the ACCC has estimated these
effects in Figure 2.27 below.

Figure 2.24: Change in the average NEM C&lI effective price (c/kwWh) from 20071 08 to 2015i 16,
real values in 20151 16 dollars excluding GST
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Source: ACCC analysis based on retailers data. Based on the data, there was a negligible positive retailer margin in 2015i 16.

Based on data that the ACCC has collected to date, average NEM wide costs and margins
totalled around 13 cents per kWh for C&I customers. On this basis, C&l per kWh costs are
lower than for a residential customer which averaged about 28 cents per kWh in 20157 16.
This largely reflects lower per unit network costs as well as significantly lower retail costs
and margins. As noted, the total charge for C&I customers can vary greatly given the range
of contracts available for different businesses.

Figure 2.25 below demonstrates the different cost components related to average residential
and C&I customers in 20157 16. The lower retail costs and margins associated with C&l
customers matches with retailerségeneral perception of this customer group being a much
lower margin part of the retail business, driven by volumes of energy sold.
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Figure 2.25: Cost components for average NEM residential and C&l customers in 20157 16
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Source: ACCC analysis based on retailers data.

Figure 2.26 shows C&lI cost stacks on a regional basis for 20151 16. In all regions network
and wholesale costs together contribute between approximately 85 and 90 per cent of total
costs, meaning changes in these components have a strong impact of C&I customers.

The main difference between C&I cost components in each region is the wholesale cost,
which is largest in Queensland, and smallest in Victoria, during the period examined. Similar
to the residential cost stacks, Victoria has the largest retail cost component for C&I
customers (albeit comparatively much less in percentage terms than for residential
customers).
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Figure 2.26: Average C&l effective price (c/kWh) by state, 20157 16 excluding GST
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Source: ACCC analysis based on retailers data.

Figure 2.27: Estimated change in average NEM C&I effective price (c/kWh) from 20077 08 to

201671 17, real values in 2015i 16 dollars excluding GST
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2.2. Wholesale

Retailers purchase electricity from generators through the NEM wholesale market at the
current spot price, but manage the price risk of the fluctuating spot price through a variety of
hedging instruments or vertical integration into generation. The wholesale cost of electricity
is the cost that a retailer incurs to purchase electricity from the NEM and manage the
associated risk.

Retail ersd cost information pr owwide lkadiswhaesaehe ACCC
costs accounted for around 22 per cent of the retailer cost stack in 20157 16.

2.2.1. Wholesale cost trends

Broadly speaking, total wholesale costs for a retailer will increase as MWh usage increases
(although prices can be negative at times as noted below). However, the actual wholesale
cost paid by retailers is a product of a number of different factors, including the spot price for
electricity, and the approach taken by the retailer to hedging and price risk management (as
discussed below in Box 2.5).

While the spot price does not directly determine the wholesale cost faced by retailers,
averaged wholesale spot prices do indicate the broad trends in the level of wholesale costs
by region. Wholesale spot prices are set every 30 minutes and reflect changing supply and
demand factors (the generation capacity made available and the electricity usage by
customers).®” Depending on market conditions, spot prices can range between $14,200 per
MWh and i $1000 per MWh (or $14.20 and i $1.00 per kWh).%®

Figure 2.28 shows annual average wholesale spot prices for each NEM region from June

2000 to June 2017 in real terms. The data demonstrates notable changes at certain times

and/or in certain regions, for example, significant increases in South Australia in 20077 08,

and across all regions in 20127 13 following the introduction of the carbon price. However, by

2014 15 wholesale prices in Victoria, NSW and SA were similar to levels in the early 2000s

in nominal terms and had decreased in real terms. Since 20141 15 there has been an

upward trend in wholesale prices across most regions, leading to an increase in the dollar

amount that this represents in a retail cust omer
20161 17. These more recent changes are discussed further in chapter 3.

While Figure 2.28 demonstrates broad trends in the market, these average annual prices
can be very different to the actual prices paid day to day on the spot market. The spot price
can vary significantly when certain factors, such as the shutdown of a generator limiting
supply, the shutdown of an interconnector, or an extreme weather event causing a spike in
demand, affect the supply and demand for electricity. Figure 2.29 shows weekly average
spot prices in each of the NEM regions from April 2015 to June 2017, and demonstrates the
spot price volatility on a week to week basis (but understates the volatility on a daily or half-
hourly basis). All regions are exposed to fluctuating wholesale prices, with certain regions
experiencing greater volatility than others.

& The current arrangement is that a dispatch price is determined for each five-minute dispatch interval, and the settlement

price is the time weighted average of the six dispatch prices occurring during the thirty minute trading internal. The AEMC
is currently working on a rule change that proposes to align dispatch and settlement at five minutes. See: AEMC, Draft
rule determination i National Electricity Amendment (Five Minute Settlement) Rule 2017, 5 September 2017.

Generators may bid negative prices to ensure dispatch when there would be significant costs to shut down or decrease
generation (e.g. for baseload coal-fired generators that have large restart costs and lead time), or where they may be
able to generate profitably despite a negative spot price (e.g. for renewable generators that receive renewable energy
certificates in addition to the spot price for their output).

88
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Figure 2.28: Annual volume weighted average spot electricity prices from June 2000 to June
2017, real values in 20157 16 dollars
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Source: AER wholesale statistics, https://www.aer.gov.au/wholesale-markets/wholesale-statistics

Figure 2.29: Weekly volume weighted average spot prices from April 2015 to April 2017,
nominal values
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Source: AER wholesale statistics, https://www.aer.gov.au/wholesale-markets/wholesale-statistics
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Box 2.5: Hedging and price risk management

A specific retailerds wholesale costs, eit
from the actual spot prices in the NEM.

Given the volatility of spot prices, if an electricity retailer relied solely on purchasing
electricity at the spot price it would risk having to pay very high prices at certain times. These
costs would not be able to be passed on to retail customers who generally pay fixed prices
per unit of electricity over longer periods (of up to 12 months) before there is a change in the
retail price charged.®

This discrepancy between wholesale spot and retail pricing could leave the retailer with
significant unrecoverable costs in the short to medium term, potentially leading to insolvency.

Retailers manage this wholesale price risk by:

f Entering into financial O6hedged contr at
they intend to buy in the future, including swap and cap contracts for base and peak
loads. Certain options are also available to assist to manage exposure during, for
instance, extreme weather events.*® Trading of electricity hedge contracts can occur
either over-the-counter (OTC) or on the Australian Securities Exchange (ASX).™*

1 Integrating their business across both generation and retailing electricity (retailers
who do this are referred to as o6gent ail

In practice, most gentailers use a mix of integration and hedge strategies, and also purchase
some electricity at the spot price at certain times. Retailers with no generation assets tend to
rely much more heavily on hedging through the contract market, as well as some spot
purchases. The approach taken will vary by retailer and across regions. In many cases,
retailers without generation assets will be purchasing hedging products from the wholesale
arms of gentailer competitors.

A retailerdéds wholesale cost may therefore
price, prices under financial hedging contracts and/or internal adjustments (or transfer
prices) made within integrated gentailer businesses.

Li mited information regarding retai POTGod v
contracts are confidential between the parties, and transfer prices are generally not
reported.®® However, pricing of certain ASX traded futures contracts is publicly available.
Figure 2.30 sets out prices for a base load futures contract for the entire 20171 18 year over
time, showing how the prices for this contract increased in late 2016 and early 2017. For
example, between July 2016 and March 2017, the price for a contract for the 20177 18 year

in Queensland rose from around 6 cents per kWh to over 10 cents per kWh.

8 More recently, certain retailers have begun employing a degree of time-variant pricing whereby rebates are offered to
customers who reduce electricity usage at peak times (see Box 3.3 in chapter 3 below).

90 Productivity Commission, Electricity Networks Regulatory Framework, Productivity Commission Inquiry Report, Volume 2,
9 April 2013, Appendix C: Hedging in the electricity market, pp. 2, 3.

T AER, 2017 State of the energy market, p. 59
2 AEMC, 2017 Retail Energy Competition Review, pp. 307, 308.

o3 The Australian Financial Markets Association previously reported data on OTC markets through voluntary surveys of
market participants however the surveys discontinued in 201571 16 following difficulties with the survey method.
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Figure 2.30: Electricity base futures prices for 20177 18
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actual wholesale cost depends on their particular approach to hedging and level of risk
exposure. Further, as Figure 2.30 illustrates, the timing of when a retailer enters into hedging
instruments will itself have an effect on the cost. However, the futures prices clearly
demonstrate higher expected wholesale costs in more recent times, consistent with the trend
observed in spot prices in Figure 2.28 above.

The ACCC may examine hedging practices further in its final report.

2.2.2. Observations about wholesale costs from retailer data

The public market data discussed above provides an indication of the general trends in the
wholesale market, but as noted, the actual costs incurred will be determined by a given
retail erb6s appr oa c lyseekimg data fsokn retaiterd ashoghdigwholegale B
costs, the ACCC has obtained some insight into the actual costs of purchasing energy in the
wholesale market.*

As noted in Figure2.1, t he ACCCO0s analysis of information p

wholesale costs across the NEM accounted for around 22 per cent of the average residential
customer bill in 20157 16.

In 20071 08 the wholesale component accounted for around 37 per cent of total costs and
margins across the NEM, a much higher proportion of overall bills. The decrease in the
contribution of wholesale costs between the two periods is driven by the increased
contribution of other components of the cost stack (discussed below), decreased energy
usage and the slight decrease in NEM-wide wholesale charges in real terms.

94 In the case of gentailers, these reported costs are clearly inf

transfer price. The ACCC will be examining approaches to transfer pricing further in its final report.
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However, the ACCC analysis of i £7t whichlsam s 6
significant increases in wholesale prices. This increase was primarily due to a tighter
demand-supply balance from several generation units coming offline as well as higher gas
prices affecting some generators. These more recent impacts on wholesale prices are
discussed in chapter 3.

The wholesale cost contribution varies across regions, as presented in Figure 2.7.
Wholesale costs contributed around 21 per cent of total costs and margins in Victoria, and
almost 28 per cent in South Australia in 20157 16.

Figure 2.31 presents average wholesale costs in cents per kWh on a regional basis. It shows
that these costs of a unit of energy have overall slightly decreased between 20071 08 and
20157 16 in real terms.

In Victoria and NSW wholesale costs were slightly lower in 201571 16 than they were in

20071 08. Wholesale costs in South Australia were higher than all other regions in 20071 08
and were also the highest in 20151 16 at almost 9 cents per kWh. In 20071 08 there were a
number of high spot price events in South Australia, including due to high temperatures and
record demand.®® Other factors in South Australia make the wholesale market more prone to
volatile prices, including relatively larger shares of gas powered and renewable generation
as well as concentration in generator ownership and in particular, the market position held by
AGL and less liquidity in the contract market. Chapter 3 explores in further detail why South
Australian wholesale prices are the highest in the NEM.

The increase in wholesale costs shown Til4ns
largely due to the carbon price in place during that time where increases in generation costs
where recovered through higher wholesale prices. In the subsequent year, after repeal of the
carbon price on 1 July 2014, wholesale costs were generally lower.

dat a

ret ai

While not evident in the aggregated data, in Figure 2.31t he ACCCd6s anal ysi s

retailer data also suggests that the actual cost of wholesale electricity can vary significantly
by retailer.

% AER, State of the Energy Market 2008, 20 November 2008, p. 88.
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Figure 2.31: Average wholesale cost of electricity by region, real values in 2015i 16 dollars
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Figure 2.32 sets out the differential between average wholesale costs from the data provided
by retailers, compared to the average annual AEMO spot price in each region, for 20077 08
to 20151 16.

Figure 2.32: Differential between average wholesale cost and average annual volume weighted
spot prices by region, real values in 2015i 16 dollars
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Source: ACCC analysis based on retailers data, AER data, AEMO data.

Figure 2.32 shows that average wholesale costs provided by retailers are usually higher than
average annual spot prices, although the difference varies for certain regions and certain
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years. As set out earlier, a retailerés whol esal

implements to manage spot price risk.

As outlined below in Box 2.6, other studies have generally considered wholesale costs as a
combination of the spot price for electricity plus a premium to cover risk management
activities. The ACCCO0s data from retailer
assumption but that it may depend on the
data suggests that the amount of uplift can vary significantly between years.

There are some instances where average wholesale costs are very close to average spot
prices. For instance, in some regions for particular years average wholesale costs are within
1 cent per kWh of average spot prices.

The instances where wholesale costs are lower than the average spot prices may reflect a
situation where high price outcomes were not forecast by the market and so the higher spot
prices were not reflected in the prices of hedging products held by retailers for that period.
The relatively higher costs in the more recent period in most regions may reflect difficulties in
managing risk and liquidity issues in the contract market.

The ACCC is continuing to examine wholesale cost information provided by retailers and
intends to consider these costs in greater detail in the next phase of the Inquiry, including the
various types of wholesale costs incurred by different retailers.
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Box 2.6: Public estimates of wholesale costs in other reports

A number of studies have estimated electricity wholesale costs. While all slightly different,
most of these studies model the costs of hedging, and then add this cost component to
averaged spot prices. Their wholesale cost estimates also include other market fee and
ancillary services costs and adjust for network losses. Due to differences in approach and
the assumptions made, studies on comparable time periods and NEM regions have tended
to give somewhat different results. The following table summarises results from a number of

these studies.

Table 2.1: Summary of wholesale cost estimates

Study
Time period analysed

Cost of hedging
approach/premium

Wholesale proportion of retail bill

AEMC
2016

5 per cent uplift on spot
prices

34 per cent of residential bills on a
NEM-wide basis in 2016.%

Grattan Institute (Victoria)
2011 to 2014

$15 per MWh premium on
spot prices

Approximately 15 per cent of an
average Victorian residential bill in
2014.”"

Independent review into the
Electricity & Gas retalil
markets in Victoria

2006 to 2017

Between $10 and $20 per
MWh premium on
average spot prices for
most of the period.*

Approximately 18 per cent of the
average bill based on residential
offers in May 2017. %°

ICRC (ACT)
2014i 15 to 2017i 18

Uplift factor applied to the
forward price.

Wholesale costs represented
between 26 and 33 per cent of total
costs and margins from 20147 15 to
20177 18.*%

IPART (NSW)
2013i 14

Energy cost component made up
around 22 per cent of a typical
residential cust%n

% AEMC, 2017 Retail Energy Competition Review, p. 304.

97
98

11 August 2017, p. 45.
99

100

Grattan Institute, March 2017, figure 2.2, p. 16.
Jacobs, Retail price review i A report for the Department of Environment, Land, Water and Planning: Final report,

Thwaites, Faulkner and Mulder, August 2017, p. 11.
ICRC, Final report: Standing offer prices for the supply of electricity to small customers from 1 July 2017, June 2017,

101

p. Xii; ICRC, Final decision: Retail electricity price recalibration 2016i 17, Standing offer prices for the supply of electricity
to small customers, June 2016, p. 25; ICRC, Final decision: Retail electricity price recalibration 2015i 16, Standing offer
prices for the supply of electricity to small customers, June 2015, p. 27 ICRC, Final report: Standing offer prices for the
supply of electricity to small customers, 1 July 2014 to 30 June 2017, June 2014, p. xiii.

IPART, Review of regulated retail prices and charges for electricity - From 1 July 2013 to 30 June 2016: Final Report,
June 2013, p. 18.
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2.3. Networks

Electricity networks are used to transport electricity from producers to energy customers.
Transmission networks transport power at high voltages from generators to major demand
centres. Distribution networks transport electricity from transmission networks to energy
customers. Electricity is stepped down to lower voltages in a distribution network and carried
in wires over poles to businesses and homes.

The costs of using these electricity net wor ks are the | argest
supplying electricity to consumers. Retailersocost information provided to the ACCC shows
that on a NEM-wide basis network costs accounted for 48 per cent of the retailer cost stack
in 20157 16.

There are five state based transmission networks in the NEM and 13 major distribution
networks. The ACT, South Australia and Tasmania each have one major distribution
network. Queensland, NSW and Victoria each have multiple distribution networks.

The prices for transmission and distribution are unavoidable costs that a retailer must incur
to get electricity from generators to its end user retail customers. The charges for these
networks are set by the AER using a revenue cap process that determines the overall
revenue that a network is able to recover each year, based on a level of return on the
regulatory asset base (RAB), an allowance for depreciation, operating costs and tax. The
revenue cap approach also means that network charges may increase as utilisation
decreases.

Network charges have increased across the NEM over the past ten years. However, network
tariff structures have meant that not all customers have paid increases in costs equally.

The following discussion focuses on the changes in network costs over time, while the
reasons for such changes are discussed further in chapter 3.

2.3.1. Network cost trends

Network charges have increased significantly in real terms across the NEM, particularly from
2009. But revenue growth has not been the same across the NEM. Figure 2.33 below shows
an index of network revenue in real terms for each state in the NEM relative to revenue in
2006. Revenue increased the most in Queensland and NSW, peaking respectively at 200
per cent (in 2015) and 190 per cent (in 2013) relative to 2006 revenues. Meanwhile,
Victorian networks experienced much lower revenue growth, peaking in 2015 at 130 per cent
of 2006 revenues. While network revenues have generally decreased since 2014 following
the most recent AER decisions, these are being contested in most regions and revenue may
increase in future after the merits review processes. This may mean that the downward trend
in later years in Figure 2.33 is reversed in future.
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Figure 2.33: Index of revenue changes from 2006 to 2016 by state in real terms (index base
year 2006)
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Source: AER economic benchmarking, Regulatory Information Notice responses.

Key components of the cost that determine the amount of revenue that network operators
are allowed to recover have increased significantly since 2006. The total RAB of the NEM
(the value of the assets that the networks can receive a return on) increased in real terms by
75 per cent from $49 billion in 2006 to $86 billion in 2016 (in 2016 dollars). Figure 2.34
shows the increase in RAB over time for each NEM region.
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Figure 2.34: Regulatory Asset Base from 2006 to 2016, by NEM region, real values in 20151 16
dollars
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These large investments occurred during a time of instability in financial markets which
increased financing costs, resulting in high revenue growth across the NEM.'%? Similarly,
operating expenditure in 2014 was 43 per cent higher than it was in 2006. However, since
2014, operating expenditure has been declining and in 2016 was only 27 per cent higher
than 2006 levels. The return on capital and operating expenditure are the two largest
components of revenue and respectively account for over 50 per cent and 25 per cent of
network revenue across the NEM.*%

From 2008, network costs increased to replace ageing assets, meet stricter reliability and
bushfire safety standards, and responding to forecasts made at the time of rising peak
demand. These issues are discussed in greater detail in chapter 3 of this report.

102 AER, 2017 State of the energy market, p. 107.
1% bid, p. 103.
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2.3.2. Observations about network costs from retailer data

Our analysis shows that network costs account for 48 per cent of residential bills in 20157 16.
This is broadly consistent with recent NEM wide analysis from AEMC, Grattan Institute and
St Vincent De Paul Society.'**

Using the retailersod6 data provides the benefit
full range of customers that a retailer services. Other studies typically have to assume a
single specific tariff and load profile for a representative customer.

Figure 2.35 shows average network costs for each region. To allow for a better comparison
of underlying network costs, we have separated out costs associated with the Victorian
Government mandated rollout of advanced metering infrastructure (which are separately
accounted for in the graph below),'® and all jurisdictional premium feed-in tariff schemes
(which are accounted for in environmental costs).'*

Figure 2.35: Average network costs per customer, by state, real values in 2015i 16 dollars
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Figure 2.35 shows that network costs have increased since 20071 08, peaking in 20147 15
before a slight decrease in 2015i 16. This broadly matches the revenue index shown in
Figure 2.33 which shows that network revenue has increased over time until 2015. The
decrease in 20157 16 follows the most recent round of AER determinations which forecast
revenues to fall by an average of 13.5 per cent.*”’

104

AEMC, 2017 Retail Energy Competition Review, p. 304; St Vincent de Paul Society, December 2016, p. 18; Grattan
Institute, March 2017, p. 9.

Victorian distribution networks recovered the costs of installing new metering infrastructure through increased network
charges.

Each state, except for Tasmania, has recovered the cost of jurisdictional feed-in tariffs through increased network costs.
However, these costs are not cost associated with running the network and we have attributed costs associated with
feed-in tariffs as environmental costs.

AER, 2017 State of the energy market, p. 107

105

106

107
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As noted above, network operators in NSW, the ACT, Victoria and South Australia sought

review on elements of the A ElRibedmaltsieview process.t i ons 8
Depending on the outcome of these reviews, networks could potentially increase network

tariffs which may offset the recent decreases in network revenue. That is, some of that

13.5 per cent decrease could be found to be incorrect and have to be recovered from

retailers, and hence retail customers, in later periods. We discuss the impact of limited

merits review on network revenue in chapter 3.

State differences

A driver of the differences in electricity prices across geographic areas is the variation in
network costs by distribution network supply area.

Since 20071 08, network costs per customer have increased in all states. However, these
increases have occurred at different times. NSW experienced a significant increase in 2009i
10 and network costs remained high until 20147 15 when they began to decrease.
Meanwhile, Queensland and South Australian customers experienced a continuous increase
in network costs from 20071 08 to 20141 15. This means that NSW customers have paid high
network costs for a number of years relative to the other states.

I n Victoria, the rollout of mandatory smart mete
advanced metering initiative, which commenced in 2009, was a main driver of Victorian
network cost increases.'®

We note that we cannot use costs per customer to directly compare the efficiency of
networks in each state. This is because energy usage varies by network. For example,
based on retailer data, Tasmanian customers, the highest average electricity users,
consume at least 40 per cent more electricity than average Victorian customers, who
consume the least amount of electricity.'%

We discuss the drivers of network costs over the past ten years in more detail in chapter 3.

Are network costs a pass through?

The AER publishes network tariffs for each distribution network each year. Unlike wholesale

electricity costs, which require the retailer to hedge to reduce price variations, the retailers

know network tariffs in advance and can factor the changesinnetwor k t ar i ffs in the
own supply and usage charges.

Our data indicates that the revenue per customer a retailer receives generally moves in line

with changes in network costs. This relationship is particular strong between 20077 08 and

2013i 14 where network revenues were increasing significantly. Further, as network costs
decreasedin2015i116, the retailerds revenue per customer

However, we note that not all retailers necessarily treat network costs as a one for one cost

pass through. Some retailers expressed difficulty in providing disaggregated network cost

data to the ACCC. This indicates that for these retailers, changes in network prices do not
necessarily directly translate intaosmahagopges t o t
different pricing methodologies rather than using a bottomi up cost stack methodology.

%8 AER, AER releases findings on smart meter spending, media release, 16 December 2016.

The primary reason for the difference in energy usage is because Victorians on average consumer more gas than
Tasmanians. Gas is a substitute for electricity usage in particular for hot water, cooking and heating.

109
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2.4. Environmental schemes

Federal and state Governments have introduced environmental policies to encourage

greater uptake of renewable generation and businesses and households to become more

energy efficient and reduce carbon emissions. The majority of these schemes ultimately

i mpose costs on retailers and amount ,umessa propor
funded from the tax base.

The data available to the ACCC indicates that environmental schemes comprised about
seven per cent of retailersototal costs and margins across the NEM in 20157 16.

This is similar to estimates from several recent public reports. For example, the Grattan

I n st iPriae Shodk seport estimated that such schemes account for about seven per cent

of a Victor i aff whilatsetABMCesimiiady edtiindted that they account for

seven per cent of a represewdehasis.V'e customero6s bi

2.4.1. What are the causes of environmental costs?

Environment al (or 6green schemed) costs are caus
in place in order to achieve a variety of environmental policy goals such as:

1 increasing energy efficiency

1 encouraging the greater introduction of renewable or lower emission generation into
the NEM

1 encouraging the take-up of rooftop solar panels by individual users.

While these may be important policy goals, they do raise the overall costs of energy
purchased by end-user customers. This section summarises the nature of the schemes that
were in operation over the period of the data examined by the ACCC, and that may have led
to increased costs that are then recovered from energy users.

The increased presence of renewables and rooftop solar within the generation mix would
also have an effect on the wholesale market, although the nature of this effect is
unpredictable and may vary over time. The effect of environmental schemes is examined
further in chapter 3.

Renewable Energy Target

The Australian Government in 2001 introduced a national RET scheme.'*? It is designed to
require an increasing proportion of electricity generation each year to be from renewable
sources. In January 2011 the scheme was split into the Large-Scale Renewable Energy
Target (LRET) scheme and the Small-scale Renewable Energy Scheme (SRES).

The annual LRET target for 2017 is just over 26,000 GWh from large scale renewable
energy projects, and increases each year to the 2020 target of 33,000 GWh, which is
estimated to be 23.5 per cent of Australiads el e

10 Grattan Institute, March 2017, p. 10.
1 AEMC, 2017 Retail Energy Competition Review, p. 304.

12 Clean Energy Regulator, History of the scheme, 30 November 2016, viewed 14 August 2017,
http://www.cleanenergyrequlator.gov.au/RET/About-the-Renewable-Energy-Target/History-of-the-scheme.
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renewables.*The SRES target is set
total electricity purchases. The 2017 small-scale technology percentage is 7.01%.""

To meet the LRET, energy retailers are obliged to acquire large-scale generation
certificates (LGC), created for electricity generated by accredited power stations. These can
be self-generated i for example if a gentailer owns its own renewable generation i or
purchased from accredited generators either on the open market or through long term
contracts.

Retailers are also obliged to acquire small-scale technology certificates (STC) created from
the installation of eligible solar hot water or small generation units such as solar PV panels.
Retailers can purchase STCs either on the open market or through the STC clearing house,
which is administered by the Clean Energy Regulator.**

As Figure 2.36 demonstrates, LGC prices have increased sharply from a low of $22 in June
2014 to almost $90 in January 2017 on the spot market. STC prices have steadied around
$40 since 2013. The prices of certificates bought on the open market are negotiated
between buyer and seller whereas certificates bought through the small-scale technology
certificate clearing house are bought at a fixed price of $40 per certificate, which effectively
places a price cap of $40 per certificate on the overall market.

Figure 2.36: LGC and STC prices, January 2013 to January 2017
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13 Minister for the Environment, Paris and beyond: an integrated approach to climate and the environment, Speech

delivered to the National Press Club, Canberra, 25 November 2015.
Clean Energy Regulator, The small-scale technology percentage, 22 May 2017, viewed 14 August 2017,
http://www.cleanenergyrequlator.gov.au/RET/Scheme-participants-and-industry/the-small-scale-technology-percentage.

Clean Energy Regulator, Buying and selling small-scale technology certificates, 8 May 2017, viewed 14 August 2017,
http://www.cleanenergyrequlator.gov.au/RET/Scheme-participants-and-industry/Agents-and-installers/Small-scale-
technology-certificates/Buying-and-selling-small-scale-technology-certificates.
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State certificate and efficiency schemes

Several states introduced their own environmental policies, based on either the use of
certificates in the same way as the RET, or through other charging methods.

The Victorian Energy Efficiency Target*'® and New South Wales Energy Saving Scheme®*’

are government schemes designed to reduce greenhouse gas emissions, encourage the
efficient use of electricity and gas, and encourage the development of energy efficiency
businesses. Retailers are required to fund energy efficiency projects through the purchase of
certificates.

Between 2005 and 2014 Queensland had a gas scheme to encourage the establishment of
gas powered generation.''® Retailers were required to source a proportion of their electricity
each year through the purchase of Gas Electricity Certificates from accredited gas powered
generators.

South Australia*™® and the ACT™® have introduced schemes to encourage households and
businesses to save energy by requiring retailers to meet yearly energy efficiency targets.
Retailers conduct household energy audits and provide energy efficient products such as
light globe replacements and standby power controllers.

Solar feed-in tariffs

An additional category of state environmental schemes has been the use of high feed-in
tariffs to encourage the uptake of rooftop solar panels.

To encourage this uptake, state governments implemented schemes where households and
businesses that purchased solar panels received payments for electricity generated from
their rooftop solar that exceed the market value of this electricity. Households and
businesses receive payments from their distributor, which recover these costs through
increases in distribution network prices,
electricity bill. These costs increased as a growing number of households and businesses
participated in the schemes and received payments.

These schemes are transitional in nature'?* and are now closed to new entrants. However,
households and business that joined before these schemes closed and maintain their
eligibility*** will continue to receive premium feed-in tariffs until 2024 to 2031, depending on
the jurisdiction (with the exception of the NSW scheme, which ended on 31 December
2016).* For example, the 88,000 Victorian Premium Feed-in Tariff scheme participants

118 ESC Victoria, Overview, viewed 14 August 2017, https://www.veet.vic.gov.au/Public/Public.aspx?id=Overview.

IPART, How the scheme works, viewed 14 August 2017 http://www.ess.nsw.gov.au/How_the scheme works.

Queensland State Development, Infrastructure and Industry Committee, Energy and Water Legislation Amendment Bill
2013: Report 29, August 2013, Queensland Parliament.

ESCOSA, REES Overview, viewed 14 August 2017, http://www.escosa.sa.gov.au/industry/rees/overview.

ACT Environment, Planning and Sustainable Development Directorate, Energy Efficiency Improvement Scheme, ACT
Government, viewed 14 August 2017, http://www.environment.act.gov.au/energy/smarter-use-of-
energy/energy_efficiency improvement scheme_eeis.

Council of Australian Governments (COAG), Revised National Principles for Feed-in Tariff Arrangements, 7 December
2013.

Households and businesses can lose eligibility if they move premises, increase their system capacity or change their
electricity retailer.

NSW Department of Planning & Environment Resources and Energy, Solar Bonus Scheme ends 31 December 2016,
NSW Government, viewed 14 August 2017, http://www.resourcesandenergy.nsw.gov.au/energy-consumers/solar/solar-
bonus-scheme/solar-bonus-scheme.

Victorian Department of Land, Water and Planning, Premium feed-in tariff, Victorian Government, viewed 14 August
2017, https://www.enerqy.vic.gov.au/renewable-energy/victorian-feed-in-tariff/premium-feed-in-tariff.
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that entered the scheme before 29 December 2011 will continue to receive a 60 cents per
KWh tariff until 2024.'*°

Households and businesses that are ineligible to participate in such schemes can instead
receive payments from their retailer for electricity exported back into the grid. Retailers will
be able to use this electricity to avoid having to purchase electricity from the wholesale
market, thus reducing their wholesale costs. The rate that they receive from the retailer will
be lower than the premium feed-in tariffs. In Victoria, for example, they will receive at least
the minimum electricity feed-in tariff, set by the ESC Victoria. The 20177 18 minimum
electricity feed-in tariff is at 11.3 cents per kWh'?°, less than a fifth of the value of the
Premium Feed-in Tariff. However, this is higher than the 20161 17 spot price of around

7 cents per KWh.

Carbon price

A carbon price was introduced by the Australian Government on 1 July 2012 and operated

until 1 July 2014.%*" The scheme placed a fixed price on carbon, starting at $23 per tonne of

carbon dioxide equivalent emitted. The carbon price imposed an additional cost on fossil fuel
generation that was recovered through increases in the cost of wholesale electricity, which is

a component of each c uesse mareasecanbe deendntwholesaiet vy bi |
cost charts in section 2.2 above.

The NSW and ACT Governments also introduced schemes in 2003'?® and 2005
respectively that imposed mandatory greenhouse gas benchmarks on electricity retailers
with the aim to reduce greenhouse gas emissions and develop and encourage activities to
offset the production of greenhouse gas emissions. These state based schemes came to a
close when the federal carbon price scheme came into effect.

25 vVictorian Department of Land, Water and Planning, Closed feed-in tariff schemes, Victorian Government, viewed 14

August 2017, https://www.energy.vic.gov.au/renewable-energy/victorian-feed-in-tariff/closed-feed-in-tariff-schemes.

ESC Victoria, Minimum Electricity Feed-In Tariffs, viewed 14 August 2017,
http://www.esc.vic.gov.au/project/enerqy/2134-minimum-feed-in-tariff/.

Clean Energy Regulator, About the Mechanism, 11 May 2015, viewed 14 August 2017,
http://www.cleanenergyrequlator.gov.au/Infohub/CPM/About-the-mechanism.

IPART, Greenhouse Gas Reduction Scheme, viewed 14 August 2017
https://www.ipart.nsw.gov.au/Home/Industries/Energy/Energy-Savings-Scheme/Greenhouse-Gas-Reduction-Scheme.

ICRC, Overview of the ACT scheme, viewed 14 August 2017, http://www.icrc.act.gov.au/archives/energy-list/act-
greenhouse-gas-abatement-scheme/overview-of-the-act-scheme/.
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2.4.2. Observations about environmental scheme costs from retailer data
Figure 2.37 shows the average environmental costs on a cents per kWh basis across states.

Figure 2.37: Average environmental costs for residential customers (c/kWh) by state, real in
201571 16 dollars, 20077 08 to 201571 16
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Source: ACCC analysis based on retailers data.

Depending on the jurisdiction, the data that retailers have reported to us indicates the costs
associated with contributing to various state and federal government environmental policies
have risen from around 1i 2 per cent of retail bills in 20071 08 to around 7 per cent of retail
residential bills in 20157 16. The above Figure 2.37 demonstrates these costs in cents per
kwh form, showing that costs of environmental policies have been highest in South Australia
and Queensland in recent years.

The main drivers behind this increase are the RET scheme and state government premium
feed-in tariff schemes, which respectively account for around 60 per cent and 30 per cent of
total environmental costs in the 20157 16 financial year across all customers.

As noted above, LRET certificates are commonly traded through brokers on spot markets, or
through long term contracts between accredited renewable generators and retailers. In
January 2009 the spot price was $50 per MWh, and in June 2014 was as low as $22 per
MWh. This has increased to close to $90 per MWh in January 2017. Relevantly, the amount
of certificates needed by retailers has been increasing each year over the period since
20077 08 with the renewable power percentage having increased from 2.7 per cent to

12.75 per cent in 2016 (and 14.22 per cent in 2017). However the renewable generation
stock has also been increasing at the same time.

Although STC prices have been relatively stable since their introduction in January 2011, the
amount of certificate prices required to be purchased by retailers has fluctuated year to year,
peaking in 2012 at 44.8 million certificates, when the scheme had a multiplier in place that
offered multiple certificates for each MWh of electricity generated.

Various state Governments introduced premium feed-in tariffs in 2008 to 2010, depending
on the jurisdiction. The premium feed-in tariff costs in particular appear to be more significant
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in South Australia and Queensland, reflecting the higher uptake of those schemes,
explaining some of the higher costs noted above. These schemes lead to a rapid uptake in
rooftop solar, and the costs of reimbursing rooftop solar owners for the electricity they fed
into the grid increased as more customers installed eligible systems. The costs from these
schemes has either plateaued or declined after they closed to new entrants around 2011
and 2012, depending on the jurisdiction. As these schemes represent a large component of
total environmental costs, their introduction and rapid take-up is particularly reflected in
Figure 2.37 in the 201371 14 to 20151 16 financial years. While new customers can still sell
electricity back into the grid outside of these schemes, the lack of availability of these
premium rates means that retailers will be paying closer to market rates for wholesale
electricity 1 and that electricity from solar PV is closer to simply being another source of
wholesale electricity.

While the carbon pricing mechanism was a relevant environmental cost for its period of
operation, it has not had a direct impact on the overall increase of retail bills over the period
between 20077 8 to 2015i 16, as the scheme was only operating between the 20127 13 and
2013i 14 financial years.

2.5. Retail

At the retail level, a retailer will attempt to recover its costs of operation, and obtain a level of
profit margin.**

The costs of operation and the profit margin togetherar e of ten referred
margind, while the profit margin alone is
in gross margin could potentially be due to increases in costs or profits, or both.

Data provided by retailers has indicated that, on average across the NEM in 20151 16,
retailer gross margin was 24 per cent of the total cost stack, with this being made up of a
16 per cent retail cost component and a 8 per cent EBITDA net margin component.

Other studies have had more limited ability to obtain information directly from retailers as to
both their costs and levels of returns. However, estimates of the overall gross margin
component have ranged widely. At the lower end, the ICRC considered that total gross
margin should be 14 per cent of the total electricity bill for 2017.** In contrast, some analysts
have estimated gross margin to be in the order of 33 per cent or 43 per cent of a household
electricity bill, depending on the relevant time period.'®

Box 2.7: What ar efopemmtion? | er sé costs o

The costs incurred by retailers as costs of operation can be broadly thought of as falling into
two categories:

1 coststo serve i the cost incurred to provide retail services to an existing customer
(such as providing a billing service, losses to bad debts, and customer assistance
and regulatory compliance costs)

1 costs to compete (costs to acquire and retain) i the costs to compete against other
firms for customers in the retail market (such as marketing and advertising, or
commissions paid to commercial price comparator services), which in turn can be

1% There are a number of possible accounting measures that can be used to assess net margin, including EBITDA, earnings

before interest and tax and net profit after tax. The ACCC has concentrated on EBITDA in its analysis. Ideally, an
assessment of return on capital should also be made, but the ACCC did not have information on capital employed for this
report.

ICRC, Final report: Standing offer prices for the supply of electricity to small customers from 1 July 2017, Report 6 of
2017, June 2017, p. iii.

132 CME, July 2017, p. 42; Grattan Institute March 2017, p. 16.
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broken down into the cost to acquire customers and the costs to retain customers.

Corporate overheads, depreciation and amortisation, and some other costs can fall into one
or both of these categories, or can be separate shared costs of a retail business.

The distinction between costs to serve and costs to compete tries to separate out the costs

of simply providing a retail service from those costs that arise as a result of the introduction

of competition. Relevantly, the Victorian independent review considered that these costs of
competition had increased overall prices to consumers and that these costs should not be
allowed to be recovered in ts proposed 6t

2.5.1. Gross margin

Figure 2.38 below shows the retail gross margin in dollar terms, as reported by retailers,
broken up between the costs component and the EBITDA component.

Figure 2.38: comparison of retail costs and EBITDA margins by state, $/customer basis, 20077
08 to 2015i 16, real 2015i 16 dollars
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The ACCC considers that this data suggests a number of things. Firstly, retail costs make up
a significant component of the overall retailer gross margin. In 2015i 16, those retailer costs
represent 67 per cent of the overall retail gross margin.

Secondly, while the overall gross margin is significantly higher in 20157 16 than in 200771 08,
it appears that a lot of this is due to increases in retail costs, rather than increases in
EBITDA margin. This is a largely consistent result across the period, although it varies by
state for particular years.

Finally, the 20157 16 gross margins are increasingly similar across states, perhaps
suggesting that retailers in a number of competitive markets are adding a fixed component of
gross margin to all customers, and that they approach those costs as being incurred on a
national basis.

133

Thwaites, Faulkner and Mulder, August 2017, pp. 23, 53-54.
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2.5.2. Retail costs

As noted above, it has typically been difficult for other studies to estimate the retail cost
component. However, some insight about possible relevant proportions can be obtained
fromjur i sdi cti onal -settengpocesse Fosedample, theel@RC in 2017
allowed for retail operating costs to be 7.7 per cent of the total costs.***

The information provided by retailers, as shown below in Figure 2.39, indicates that there
has been an increase in average retailer costs between 20077 08 and 20157 16 in real terms.
Overall, on a NEM-wide basis, those retailer costs were low in 20077 08 and 20107 11
(around $150), went up significantly by 2013i 14 (to around $250) and have then decreased
slightly since that time. However, costs overall in 2015i 16 remained significantly higher than
in 20071 08. On a NEM-wide basis, over the period from 20077 08 to 20151 16, costs had
increased by around 50 per cent in real terms.

In both percentage and dollar terms, the highest costs are incurred in Victoria, where in
20157 16 the retail costs accounted for almost 20 per cent of the average customer bill. The
ACCC notes that Victoria is the NEM region that has had retail competition for the longest
period of time and the lowest level of market concentration now, suggesting that competition
has not had a significant effect in curtailing retailer costs in that state. However, some of the
higher costs may reflect the costs of complying with the different Victorian regulatory regime.
Our data also indicates that customer acquisition costs were relatively higher in Victoria than
other states.

The lowest percentage retail costs were in Tasmania, where they accounted for around

8 per cent of the overall customer bill. Tasmania does not have retail competition for
residential customers. The second lowest was Queensland, where they accounted for
around 12 per cent of the average customer bill. The ACCC notes that the south east region
of Queensland was only opened up to retail competition in July 2016.

Figure 2.39: Average retailer operating costs, $ per customer, by state, real terms in 2015/16
dollars, 20077 08 to 20157 16
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Source: ACCC analysis based on retailers data.

13 ICRC, June 2017, p. 54.
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The distinction between cost to serve and cost to acquire and retain is not always clear or
well-defined, and different retailers may account for similar costs differently. However, the
ACCC considers that some insight can be gained by examining these two broad
components.

The retailer data indicates that cost to serve is the larger component of costs, being around
twice the size of costs to acquire and retain. The information provided to the ACCC suggests
that any decrease in costs in recent time periods is largely due to a downward trend in costs
to serve. While the data is difficult to interpret, this perhaps suggests that companies are
attempting to become more efficient at core functions like billing. Drivers of this reduction
may include systems overhauls and automation that was pursued by a number of companies
in the period between 2012 to 2014, the introduction of smart meters in Victoria, and the
impact of conditional pay on time discounts and use of direct debits reducing timeframes and
costs for retailers to receive payment.

However, the data indicates that costs to acquire and retain are not similarly decreasing, and
do add a significant wedge on top of the costs to serve that retailers recover from customers.
This would suggest that it is difficult for companies to reduce the @osts of competitiond The
ACCC also notes that the costs to compete appear to be highest in Victoria, which has had
retail competition for the longest time period. Furthermore, our data indicates that smaller
retailers typically have higher cost to acquire and retain proportions as a share of their
overall retail costs. The ACCC will seek to examine the different types of costs further in its
final report.

There are no pronounced differences between states in the above analysis, either in the
overall level of costs, or the general trend of lower costs in 20077 08 and 201071 11, with
higher costs in later years. This reflects feedback from several retailers that they do not
distinguish costs in their records between geographic regions i for example, because they
operate one call centre that serves customers across various regions of the NEM.

However, the ACCC notes that retailers do incur costs that differ between regions i for
example, targeted marketing campaigns or costs of compliance with jurisdictional rules i
and that some retailers only operate in particular NEM regions.

2.5.3. Retail margins

Once retailers account for their wholesale, network and environmental scheme costs, and

recover their own costs of operation, they will be left witha measureof pr of it or

margindé, or return on their operations. I
profitability, over time, ought to be within a range that is commensurate with retail market
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that a level of supernormal profits are being obtained, and that particular firms are exercising
market power. The levels of return are also likely to vary between firms in a retail market,
depending on their business model and position in the market.
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Figure 2.40: Average retailer percentage margins by state (EBITDA), percentage of overall cost
stack, residential customers, 20071 08 to 20157 16
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Source: ACCC analysis based on retailers data.

Figure 2.40 shows that the data provided by retailers did not provide a clear trend in retail
margins over time, and the results varied by state. However, profit margins across states
were generally in the range of 5 to 10 per cent. The ACCC notes that this achieved margin is
somewhat higher than the margins allowed by jurisdictional regulators where retail prices
were regulated. For example, IPART in 2013 allowed an EBITDA return of 5.7 per cent on
top of costs,™® while the ICRC in 2017 allowed an EBITDA retail margin of 5.3 per cent.**®
The difference between the higher net margins observed in the data provided to the ACCC
compared to margins allowed under regulatory regimes is in the order of $60 to $70 on a per
customer basis annually for a residential customer. However, the margins observed in our
data are lower than the Grattan Institute estimate that retailers achieved profit margins of
between 13 and 22 per cent on a discounted market offer bill in Victoria.**’

On a state by state basis, percentage margins appear to be increasing in NSW, but
decreasing in South Australia and Queensland. Percentage margins appear to be generally
higher in Victoria, particularly in 20101 11 immediately after deregulation of the retail sector.
In the most recent two years of data, the Victorian percentage margin stayed relatively
constant. It has also generally persisted at a higher level than in other states, although the
differences between all states were decreasing in the later years of data.

The ACCC notes that there was significant variability between retailers in the level of margin
that was reported. Certain retailers reported negative margins for some or all of the periods,
for example during an establishment phase after initially entering the market. The ACCC
intends to explore these differences further in its final report.

The ACCC also notes that the above figures are based on EBITDA margins i which do not
account for the depreciation, amortisation, tax and interest payments that firms may make.

1% |PART, Review of regulated retail prices and charges for electricity, Final report, June 2013, p. 89.

1% ICRC, June 2017, p. 52.
137 Grattan Institute, March 2017, p. 17.
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Totheextentt hat t hese costs are significant, t
profit being made by retailers.

The above margin information is also based on a percentage of overall revenue. Changes in
other components of the cost stack such as network and green schemes over the period will
therefore mean that the percentage margin component will change over time. As such, in
dollar terms, Victorian margins are similar to other states, but higher in percentage terms
due to the lower overall costs across networks, wholesale and environmental costs in the
state.

2.6. Next steps

The above analysis has examined at a high
for electricity prices in each of the NEM states.

As noted in this chapter, the data obtained by the ACCC suggests that, over the period from
200771 08 to 20151 16:

1 Wholesale costs were relatively flat in nominal terms over the period of the data, and
decreased in real terms. However, this was prior to recent significant changes in
wholesale costs.

1 Network costs increased significantly over the period examined, and have been the
main driver of increases in retail prices.

1 Environmental costs have increased significantly in all regions, driven in particular by
premium feed-in tariff schemes and federal environmental schemes introduced
during this period.

1 Retailer costs have increased significantly since competition was introduced, and are
a significant component of costs.

1 Retail margins have been in the order of 5 to 10 per cent EBITDA and, while differing
between states, appear to be higher in Victoria.

As noted at the start of this chapter,the ACCChashad | i mited ti me t
information for this preliminary report. It will seek to examine the information provided in
more detail for the final report. Areas that the ACCC may seek to examine further include:

1 the differences between different business structures and ownership types

1 the implications for wholesale costs of differing approaches to purchasing and
hedging wholesale market exposure

the effect of supply, usage and metering components of network charges
the implications of particular environmental schemes

more detailed cost drivers of retail costs

= =4 =4 =4

whether retailer profit margins are commensurate with risk or indicative of
competitive constraints in the market.

The ACCC welcomes views on the merits of examining the above areas in greater depth, or
suggestions for other areas to examine.
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3. How is the market functioning?

Key points
1 The wholesale (generation) market is highly concentrated.
1 The demand-supply balance for electricity has significantly tightened.

Despite many retailers competing for customers across the NEM, the market shares
of the three largest retailers remain very high.

1 Vertical integration between retail and wholesale may be limiting access to risk
management products for non-vertically integrated retailers.

1 The network regulation framework has allowed for inefficient costs to be recovered
from customers.

1 Network tariff structures mean that some customers are paying more than they
should for electricity.

1 Environmental policies have had unequal impacts across customers.

Chapters 1 and 2 of this report have illustrated the increases in retail electricity bills faced by
Australian households and businesses. This chapter explores what has been driving those
increases at each level of the supply chain. It first outlines issues for further consideration in
the two competitive segments, retail and wholesale. It then goes on to consider the impact of
the relevant regulatory regime on the increase in network prices before concluding with an
assessment of the impact of environmental schemes.

3.1. Wholesale

The wholesale cost of electricity makes up a significant proportion of total electricity costs.
Chapter 2 identifies wholesale costs as making up around 22 per cent of residential
customer bills in the NEM in 201571 16, and as much as 28 per cent in South Australia.

As noted in section 2.2.2 above, wholesale electricity costs actually fell slightly in real terms
between 20077 08 and 20157 16. Since that time, however, there have been dramatic
increases. Between 20151 16 and 2016i 17, NEM spot prices increased by 60 per cent in
Queensland and NSW, by 40 per cent in Victoria and by over 80 per cent in South Australia.
Average prices for 20171 18 are so far tracking higher again in most states. Figure 3.1 below
illustrates the dramatic shifts in each NEM region since 20157 16.

One of the big three retailers noted in a
electricity movements and volatility have not been previously observed to this extent over
such a compressed period.o
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Figure 3.1: Average spot price 20077 08 to 20177 18* ($/MWh)
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Source: 20077 2017: AER, 2017 State of the energy market; 20171 18 YTD: AER electricity market performance report,
20-26 August 2017

* 2017i 18 data reflects less than two months of the financial year, over the winter period, so may not be reflective of the full
year average price.

The recent steep increases in spot prices indicate that wholesale electricity costs will have
increased significantly compared to 20151 16. While the ACCC has not yet obtained data on
the actual costs incurred by retailers when purchasing electricity in this period, based on the
analysis carried out in chapter 2, we estimate that wholesale costs accounted for around

31 per cent of residential customer bills in the NEM in 2016i 17.*%

These increased wholesale costs are already being passed on to consumers. Major retailers

announced retail price rises of up to 20 per cent from 1 July 2017 in some NEM regions. In
announcing its price increases, E n e r higheAwheldsalea | i a a't
costs (the cost of buying electricity on behalf of customers) following the closure of large

coal-fired power stations, increased demand for gas by liquefied natural gas projects in

Queensland and reliability issues with some big generators.d*

The ACCC considers that a range of factors may be contributing to the recent increases in
wholesale prices and will be focusing on the following in this chapter:

f the structure of the wholesale market

{ atightening of the demand-supply balance
T increases in gas prices, and
!

the potential for strategic conduct by large generators.

138

See Box 2.4 in chapter 2.

139 EnergyAustralia, Annual review of energy tariffs, media release, 16 June 2017.
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3.1.1. Wholesale market structure and concentration

An effective wholesale market is critical to delivering affordable electricity to households and
businesses. The effective operation of the wholesale market relies on competition between
generators to deliver low prices.

A number of submissions to the ACCC and statements at public forums suggested that
wholesale prices are clearly excessive relative to the cost of production and therefore
conclude that the market is suffering from a lack of competition.**° Others argue that it is
competitive.™**

The ACCC has examined two key structural features of the wholesale market:
1 the level of concentration
{ the extent of vertical integration.

Concentration in the wholesale market

Over 300 registered generators sell electricity into the NEM.™* The generation market is,
however, highly concentrated. Market shares for wholesale generation are presented in
Figure 3.2 and Figure 3.3 below.

Figure 3.2 shows market shares by generation capacity installed. This chart likely overstates
the market share of businesses that have mostly peaking generators (such as Origin in
Queensland and Victoria), or fuel-constrained hydro plants (such as Snowy Hydro), who may
have a lot of generation capacity but typically only run it for short bursts at peak times.

Figure 3.2: Market share by generation capacity, 2017
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10 Major Energy Users Inc, June 2017, p. 29.

EnergyAustralia, Cover letter to EnergyAustra | i a6 s s, 30Jone 8047, p 2
142 AER, 2017 State of the energy market, p. 43.
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Figure 3.3 shows market shares by the actual generation dispatched in 20167 17. The
market share of peaking and fuel-constrained generators is noticeably lower (for example,
this can be seen by comparing the Snowy Hydro figures in each chart). However, Figure 3.3
likely understates the significance of generators that supply electricity when demand is
highest, thereby mitigating the potential for price spikes.

Figure 3.3: Market share by generation dispatched, 20167 17
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Victoria will be significantly lower in 20177 18.

As Figure 3.2 and Figure 3.3 illustrate, in each NEM region the combined market shares of
the two or three most significant generators exceeds 70 per cent on both capacity and
dispatched energy measures. In Tasmania, Hydro Tasmania is effectively the only
generator, but Tasmania has access to mainland generation through the Basslink
interconnector.

Concentration has been increasing. For example, in 20117 12 Queensland consolidated

some of its state-owned generation and in 2012 AGL acquired full ownership of Loy Yang A

in Victoria. More recently, concentration has been exacerbated by the closure of a number of

key facilities. In particular, in 201571 16 Alinta exited the South Australian market when it

retired its coal-fredpower st ati ons and Engiebs share of the
significantly reduced in 20167 17 when it closed its Hazelwood power station.

In some NEM regions, a single generation business accounted for more than 30 or

40 per cent of dispatched energy in 20161 17. AGL in particular accounted for over

40 per cent in each of NSW and South Australia, and over 30 per cent in Victoria. In
Queensland, the state-owned CS Energy and Stanwell Corporation facilities each account
for over 30 per cent of electricity generated.
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The high levels of concentration, and the very high market shares of certain generation
businesses, raise real concerns. The effective operation of the NEM is predicated on a
competitive market. The potential for the exercise of market power has increasingly been a
concern as market concentration has increased.

Box 3.1: Bidding in the NEM T How are prices set?

Generators offer to supply the market with specified amounts of electricity at specified prices
for set time periods, and can re-submit the offered amounts at any time.

From all the bids offered, AEMO decides which generators will be dispatched. The cheapest
bids are selected first, then progressively more expensive bids until enough electricity can be
dispatched to meetdemand. The f i nal bid needed to meet

A dispatch price is determined every five minutes. Every 30 minutes the six dispatch prices
for that period are averaged to deter mine

The 30-minute spot price is paid to all generators for their dispatched electricity during that
period, regardless of how they bid. A separate spot price is determined for each of the five
NEM regions every 30 minutes. Spot prices are capped at a maximum of $14,200 per MWh.
A price floor of 1 $1000 per MWh also applies.

Large generation businesses know that for a significant period of the day, the dispatch of at
least part of their generation capacity will be essential to meet demand (particularly in some
NEM regions). This enables them to bid a high price for at least some of their generation
capacity in the knowledge that their generation will be dispatched even at that high price.
Doing so is rational, profit maximising behaviour and consistent with the National Electricity
Rules (NER). That said, their ability and incentive to do so may depend on a range of
factors, including whether or not they have a retail load and their hedging position.

We note that the AER has recently been asked by the Minister for the Environment and
Energy to report on features or generator behaviours that may be detrimental to effective
competition in the NSW electricity market. The AER is due to report to the Council of
Australian Governments (COAG) Energy Council by November 2017.

The effect that large generators may have on a market is illustrated by recent experience in
Queensland. In June 2017 the Queensland government, concerned about prolonged high
wholesale prices in the state, directed state-owned Stanwell Corporation to offer more
capacity in the NEM and alter its bidding strategies to put downwards pressure on wholesale
prices.**® As noted in Figure 3.3 above, 37 per cent of electricity dispatched in Queensland
in 20161 17 was generated by Stanwell Corporation.

The intervention achieved immediate impacts in the market. Before the direction to Stanwell
Corporation, futures contracts for the 20171 18 summer months in Queensland were trading
at around $120 per MWh. Following the direction to Stanwell Corporation, those futures
prices dropped to around $100 per MWh and have stayed at that mark since.***

It is clear that market concentration overall, and the very high market shares of particular
generation businesses in some NEM regions, is a risk to wholesale prices. The NEM is
designed to operate with effective competition among generators and any sustained ability
for generators to exercise market power is a barrier to effective competition.

3 Queensland Department of Energy and Water Supply, Powering Queensland Plan.

At the same time, the Queensland government also directed Stanwell Corporation to bring the Swanbank E gas powered
power station back into operation. This is expected to take place in 2018 (Queensland Department of Energy and Water
Supply, Powering Queensland Plan).
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Vertical integration between generation and retail businesses in the NEM

In addition to overall consolidation, there has been a marked shift in the share of generation
owned by the big three vertically integrated retailers, AGL, Origin and EnergyAustralia.

The big three supply around 70 per cent of retail electricity customers in the NEM. In the
period 2009 to 2017, these companies expanded their market share in NEM generation
capacity from 15 to around 48 per cent.** In NSW, Victoria and South Australia, their market
share in generation is much higher.

Vertically integrated electricity businesses have a range of advantages in the way they can
operate in the market. As mentioned in chapter 2, the combination of a retail and generation
business provides a natural hedge for each side of the business, and can allow the business
to mitigate the impact of market volatility. For example, one of the vertically integrated
retailers noted that fig]pot prices are expected to remain high for the balance of the financial
year and it is anticipated that our generation will continue to run at higher volumes in order to
capture the higher prices and protect our position.0 The generation business typically sells
the retail business electricity at a transfer price. This can be used to allocate costs between
the two parts of the business as the business considers appropriate. At least one vertically
integrated retailer made significant adjustments to its transfer price in February 2017 in order
to reallocate costs between its retail and wholesale businesses. This followed significant
increases in the wholesale price.

The ACCC is concerned about the impact that vertical integration may have on standalone
retailers6 abi | i t yastdiscussed imgeetione3.2.4 below.

The ACCC is also considering whether high levels of vertical integration have an impact
on wholesale prices. As part of the Inquiry, AGL submitted a report it commissioned from
Frontier Economics on the question of whether vertical integration causes integrated
generators to bid more capacity at higher prices or choose to make more plant capacity
unavailable. Frontier Economics concludes that vertically integrated generators bid in

4i 6 per cent more of their capacity at lower prices, compared to standalone generators.**®

AGL and Frontier Economics submit that bidding electricity into the NEM at high prices is
risky for a vertically integrated business because, should they bid too high and not be
dispatched, they not only lose revenue on the wholesale side but still have to purchase
sufficient electricity for their retail load. Vertically integrated businesses may therefore have
an incentive to price their generation capacity low."*’

Similarly, AGL submits that vertically integrated businesses are incentivised to bid more of
their generation capacity into the market than standalone generators, because vertically
integrated businesses want to protect their retail position. AGL submits this incentive also
facilitates more timely and efficient investment in new generation.**®

The ACCC is not concerned by vertical integration per se. However, in certain circumstances
high levels of vertical integration raise concerns. In its final report the ACCC will be further
exploring the impact of vertical integration, combined with high levels of concentration, on
wholesale prices.

145 AER, 2017 State of the energy market, p. 47.

Frontier Economics, Effects of vertical integration on capacity bidding behaviour (supplementary AGL submission to
ACCC Issues paper), August 2017.

Ibid, pp. 2-3.
AGL, Submission to ACCC Issues Paper, 18 July 2017, pp. 16-17.
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3.1.2. Tightening in the demand-supply balance

The ACCC is considering the extent to which the tightening in the demand-supply balance
across the NEM is responsible for recent wholesale price increases. Many of the
submissions to the ACCC point to this as a key cause for concern.** Prior to 2016i 17 all
NEM regions had a surplus of electricity generation capacity. In particular, NSW and
Queensland have had over 3000 MW of surplus capacity (i.e. generation capacity above
maximum demand). However, reductions in generation capacity across Queensland, South
Australia, NSW and Victoria have combined with an uptick in electricity demand to
considerably tighten supply.*** The Aust ral i an Ener gyAEM®Y201t Oper at o
Electricity Statement of Opportunities identified a high risk of instances of insufficient supply
requiring load shedding™®* over the next ten years, noting extremely high risks over the peak
summer months.**?

The reduction in capacity is due largely to the decommissioning of a number of older, coal-
fired generators. Over the past five years, 2,350 MW of generation capacity has been
decommissioned in Victoria (with 1,600 MW of that occurring in early 2017 with the closure
of Hazelwood). In NSW, 1,744 MW of generation has been closed. In South Australia, the
Northern Power Station (540 MW) and Playford B (200 MW) were permanently retired in
2015i 16.

These closuresrepresent around 10 per cent of NSWbés capaci
each of Victoria and South Australiabs generatio

Critically, the substantial exit of baseload capacity from the market has not been matched by
new investment or entry in replacement capacity (see further discussion below).

Other issues are also limiting the ability of some generation to supply electricity. For
example, AGL has indicated that, due to difficulties in getting coal delivered to its NSW
power stations, it has increased bid prices in the third quarter of 2017 in order reduce
dispatch of its generation to ration coal supplies. AGL has noted that it may need to continue
to bid in this manner in the fourth quarter of 2017.**

Figure 3.4 depicts the average daily maximum demand in NEM regions over the peak
summer months for the past three years. Average peak demand in NSW and Queensland
has grown by 11 per cent over these three years. It is difficult to point to specific factors that
have contributed to these increases, though a series of particularly hot summers in these
states is a likely contributor.

149 AGL, 18 July 2017, pp. 3, 8; Origin, Submission to ACCC Issues Paper, 30 June 2017, p. 8.

AER, 2017 State of the energy market, pp. 22, 40.

Load shedding is necessary when the available electricity supply is not sufficient to meet demand. In these
circumstances, AEMO directs network operators to restrict or reduce supply to enough customers so as to restore
balance between supply and demand. Load shedding protocols differ by state, and aim to protect vulnerable users from
losing supply.

%2 AEMO, 2017 Electricity Statement of Opportunities, September 2017, p. 1.

1% AGL, Supplementary submission to ACCC Issues Paper i NSW Coal Supply, September 2017, p. 9.
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Figure 3.4: Average daily maximum demand in summer months for 20147 15 to 20161 17
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While peak demand is often short-lived, the high price cap on NEM prices means that a few
periods of high demand and commensurate prices can meaningfully impact overall
wholesale prices. Episodes of peak demand demonstrate the need for sufficient supply to be
available at key times and the potential for unpredictable events (such as extreme weather
or generator/interconnector outages) to create acute energy shortages and very high
wholesale prices.

If the trend of insufficient investment continues, the NEM will face further challenges as
additional baseload coal plants are retired. For example, NSW is currently forecast to be in a
generation deficit from 2022 when the Liddell power station (2000 MW) is currently
scheduled to close.™

A clear example of the potential price impact of a tightening in the demand-supply balance is

the recent closure of the Hazelwood coal-fired power station in Victoria. The

decommissioning of Hazelwood is significant for the Victorian market as it contributed a

| arge proportion of Vi.oMhdesdlegpricss inb/iataria incoeasddbg ener at i
40 per cent between 20151 16 and 20161 17, and prices for 20171 18 are tracking to be

significantly higher againd the average price so far this financial year is 65 per cent higher

than the 20167 17 average, and almost double the average price over 20157 16.

The i mpact of Hazel woodds dec BoxBlbkebw.oni ng i s det
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AEMO, 2017 Electricity Statement of Opportunities, p. 20.
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Box 3.2: Closure of Hazelwood power station

In November 2016, Engie announced its decision to close Hazelwood on 31 March 2017. In
a statement Engie indicated that the agingplantwas fino | onger ecdno

According to Engie, at 1,600MW, Hazelwood accounted forup to 25 percentof Vi ct
electricity supply and more than®5 per cen

With only five months®é notice of its c¢cl osu
generation assets to come online. The lack of overlap between the exit of Hazelwood and

the entry of new capacity also raised issues from a reliability and security perspective.'” The
Finkel Review has subsequently recommended a notice of closure requirement with a notice
period of at least three years to allow new generation capacity to enter the market.**®

The Thwaites report to the Victorian Government noted that the announcement of the
Hazelwood closure has led to significant increases in forward contract prices for wholesale
electricity.™® The AEMC has reported that the rise in forward contract prices is due to the
expectation that more expensive black coal and gas generation in NSW and Queensland
would replace capacity | o®Fudubeto Haerel wo
contract purchasing strategies, the impact of the Hazelwood closure on wholesale costs will
be greater from 2018.

There is some evidence that the market did not accurately anticipate the impact that

Hazel woodds closure would have on spot p,ri
Victoria and NSW prices for futures contracts covering 2018 had tracked quite closely
together. However, in the days leading up to the closure, prices for Victorian futures jumped
to around $10 per MWh higher than NSW pric
closure this gap extended to $20 or more for some contracts, though it is closer to $10 again
now.

The closure also immediately impacted spot prices in Victoria. In the 30 days leading up to
the closur e, Victoriads vol ume weriM@g/h.tn¢hd av
30 days following the closure, the average price had jumped to $112.33.

While this jump is significant, it should
explain the current high wholesale prices in Victoria. The pre-closure average of $87.33 is
still higher than prices in previous years.

The AER is currently monitoring market developments in Victoria and South Australia
following the closure of Hazelwood, and is scheduled to provide advice on any factors
affecting the efficient functioning of the market to the COAG Energy Council in March 2018.

%5 Engie, Hazelwood to close in March 2017, media release, 3 November 2016.

Engie, End of generation at Hazelwood, media release, 29 March 2017.

Dr Alan Finkel AO, Chief Scientist, Chair of the Expert Panel, Independent Review into the Future Security of the National
Electricity Market-Bl uepr i nt f,dune 201, @87 ut ur e o

%8 Ipid, p. 87.
1% Thwaites, Faulkner and Mulder, August 2017, p. 46.
180 AEMC, 2017 Retail Energy Competition Review, p. viii.
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What response have we seen?

Given the tightening of supply/demand and the increases in spot prices, we would expect to
see a response from the market (either in terms of new investment in generation or in
demand-side adjustments). This was a foundational principle of design of the NEM.

In the past five years, over 5000 MW of generation capacity has been withdrawn from the
NEM, almost all of which is old coal-fired assets being retired. Over the same period, around
2000 MW of new capacity has been installed, leaving a net decline in capacity of more than
3000 MW. Of the 2000 MW that has been added in the past five years, 92 per cent is
renewables,'® which are unable to replicate the constant baseload supply that has been lost
as coal-fired generators have been decommissioned.

The Finkel Review found thatongoingp ol i cy uncertainty is fAunder mir
c onf i d% Thateedtimentis echoed in a number of submissions received by the ACCC

in the course of this Inquiry.*®® At the time of this report, the Australian Government is

considering a recommendation to introduce a Clean Energy Target (CET) which the Finkel

Review found would assist with investment certainty and bring more generation capacity on

line.

The ACCC notes that there is broader uncertainty in the sector, for example in relation to the
long term extent of changes in demand (including widespread take-up of rooftop solar PV),
new technologies such as battery storage and the future availability and price of fuel sources
such as gas.

It is notable that a large quantity of new generation has been proposed (AEMO lists more
than 23,000 MW of generation proposals as of May 2017'%*), which may suggest that
additional capacity is ready to be developed given the right conditions.

Historically, tightening in the demand-supply balance has typically been met by adjustments

in supply as adjusting demand was not supported by technology or effective price signals.

The Finkel Review notedt hat d e ma n dplayse elptivaly smeall rible in the NEM

when compared with a number of other countriesd#®*and i s an HAdevelopgdet under

\

opportunity to Waintain reliability.o

Demand-side response offers for smaller customers have been muted due to technology
limitations, as well as current tariff structures.*®’ However, price increases and new
technologies (see Box 3.3) will increasingly make demand-side responses attractive even for
small customers. Coupled with appropriate financial incentives, this has the potential to
facilitate consumers reducing their demand at peak times, and could thereby reduce the
need for costly new generation and network infrastructure.

181 AER, 2017 State of the Energy Market, p. 37.

62 Dr Alan Finkel AO, June 2017, p. 5.

183 AGL, 18 July 2017, p. 11; Alinta Energy, Submission to ACCC Issues Paper, 30 June 2017, p. 5; Momentum Energy,
Submission to ACCC Issues Paper, 30 June 2017, p. 2; Origin Energy, 24 July 2017, p. 1, and EnergyAustralia, 30 June
2017, pp. 1, 5.

AEMO, Generation Information Page, viewed 4 September 2017, https://www.aemo.com.au/Electricity/National-
Electricity-Market NEM/Planning-and-forecasting/Generation-information.

5 Dr Alan Finkel AO, June 2017, p.146.
%6 bid, p. 101.

87 It should be noted that some forms of demand side management have been in use for decades, most commonly to
control the times at which hot water heaters are operated.
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Box 3.3: What are demand response technologies?

Demand response technologies allow electricity loads (for example, from a particular
appliance such as an air conditioner, or from an entire household or business) to be curtailed
in times of peak demand.

The technology can be coupled with retail contracts that expose the customer to some of the
volatility in the wholesale market. The customer can take advantage of this volatility by
reducing their load when prices are high (for example, by easing the temperature on their
air-conditioner, or switching to their battery), and returning to regular usage when prices are
lower. The adjustment may be manual or automatic.

Incentivising consumers to reduce demand in peak periods means the NEM does not need
to build costly generation and network capacity to serve the rare occasions of absolute peak
demand. Instead, that peak is reduced by consumers responding to higher prices.'*®

For residential consumers, a combination of rooftop solar, battery storage and smart
appliances is a likely source of demand management. Individual customers will have the
capacity to control their own usage or, more likely, will be able to empower their retailers (or
another third party) to remotely optimise a portfolio of demand management technologies
and share the financial benefits.

AEMO is increasingly looking to demand side responses as a tool in managing the network.
In May 2017 it announced a pilot demand response initiative with the Australian Renewable
Energy Agency to be trialled in South Australia and Victoria. The announcement indicated
that the program would aim to secure 100 MW of demand response capacity by summer,
before scaling up in coming years.*®

Numerous other initiatives are being developed by retailers, network operators and third
parties to take advantage of the opportunities offered by demand side response. For
example, Energex has undertaken several initiatives, including offering customers a rebate
on air-conditioners that have direct load control devices (effectively allowing Energex to
manage temperature settings at peak periods). Over 70,000 air-conditioners with demand
response capabilities have been rolled out in south east Queensland.'™

For large customers, more sophisticated services are being offered through energy
management systems. Advanced metering services and remote control of some plant
equipment allows third parties to aggregate business loads and meaningfully reduce
electricity demand at peak periods. This has the potential efficiency benefit of limiting the
need for involuntary load shedding when insufficient supply is available.

While these technologies have the potential to improve market outcomes in the NEM, the
rollout of these technologies needs to be enabled through flexible regulatory frameworks that
both encourage innovation but also ensure that customers that are embracing these
products and services are aware of the risks involved, including complex contracts and
exposure to variable pricing.

%8 Dr Alan Finkel AO, June 2017, p. 146.

19 AEMO, ARENA and AEMO join forces to pilot demand response to manage extreme peaks this summer, media release,
19 May 2017.

0 Energex, Demand Management Plan 20171 18, 2 May 2017, pp. 9, 18.
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3.1.3. Increases in gas prices

Natural gas is an important source of fuel for electricity generation in Australia and is likely to
become increasingly important for NEM reliability and affordability as existing coal
technology is phased out. The recent tightening of demand-supply balance in wholesale gas
markets and the resulting increase in wholesale gas price has impacted electricity prices in
the NEM.

Box 3.4: Gas generation compared to other types

Gas generation is a key source of electricity production in the NEM. Like coal-fired stations,
gas plants can be controlled and dispatched on command. However, gas powered
generation has much faster start up and ramp up times than coal, which allows gas stations
to respond quickly to changes in demand. Coal has an advantage in costs though; the
natural gas inputs for generation are much more expensive than coal inputs (per MWh
produced).

There are two main types of gas generation stations: open cycle and combined cycle. Open
cycle stations contain only a gas turbine and are able to reach full generation capacity very
quickly. Combined cycle stations contain a gas turbine and a steam turbine; the excess heat
formed in the gas turbine is captured to heat water and turn the steam turbine. Combined
cycle stations are slower to ramp up to full capacity but are more cost effective as more
electricity is produced per unit of gas and so can operate similarly to coal plants in providing
baseload power.

Hydroelectric plants are similar to gas in that they can ramp up quickly. Hydroelectric
generatorsdonothave a direct oO0fuel costd | ike gacs
hydroelectric plants is constrained by the level of their water reserves, which is dependent

on rainfall in their dam catchment areas. Because of this limitation on their ability to

generate, hydroelectric plants typically only operate when NEM prices are high.

Other renewable generation, such as wind and solar PV are intermittent generators that only
produce electricity when conditions are conducive. They have zero fuel cost, which makes
them very cost effective when they are generating. Gas generation complements intermittent
renewables because gas can start up quickly when renewable output declines.
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Tightening of demand-supply balance in wholesale gas markets

As shown in Figure 3.5, demand for gas in eastern Australia has nearly tripled in recent
years as three major liquefied natural gas (LNG) export facilities in Queensland commenced
operating (Queensland Curtis LNG, Gladstone LNG and Australia Pacific LNG).

Figure 3.5: Forecast eastern Australia gas demand
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In 2017, Australia was the worl ddéds second | argest
largest exporter in 2018.*"* The volumes required to supply the large LNG export contracts

have exposed Australian domestic consumers (both residential and commercial) to global

LNG prices.

All three major LNG projects were originally envisaged to source their gas requirements from

their own reserves inthe SurattBowen Basin. But the devel opment
Gladstone LNG project in particular has been slower than expected, causing significant

disruption to domestic markets.

As domestic reserves have increasingly been drawn into LNG exports, some regions have
experienced acute gas shortages and wholesale gas prices well above the LNG netback
price (exacerbated in part by constrained or costly transport via pipeline infrastructure).

Most wholesale gas sales in eastern Australia are struck under confidential bilateral
contracts, making wholesale gas prices relatively opaque. Gas contracts offered to electricity
generators may also be different to what is offered to other C&I operators. Inthe ACCCO6 s
final report for the Inquiry into the east coast gas market, it observed average contract prices
across basins were around $5 per gigajoule (GJ) up until 2010, and had risen to around

1 AER, 2017 State of the energy market, p. 11.
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$8 per GJ in 2015.1"* While it is difficult to observe actual prices, it is clear that gas prices
have risen sharply in recent years, with some market participants reporting that they had
been quoted prices as high as $20 per GJ in early 2017;'"® but recent information suggests
prices have eased since.

The ACZBAmguUIry into the east coast gas market also highlighted the real difficulties
faced by many industrial users sourcing supply contracts and found that in the period from
about 2012 to 2014 supply contracts (for the period 2016 and beyond) were often at sharply
higher prices.” This issue was compounded in some instances by operators of gas
pipelines charging monopoly prices to transport gas.'”

Reliance on gas powered generation in the NEM

As illustrated in Figure 3.6 below, the reliance on gas powered generation for the production
of electricity varies from state to state. South Australia is most reliant on gas powered
generation with over 40 per cent of its generation capacity coming from this source. Overall
in the NEM gas powered generation sits at just under 10 per cent of capacity, exposing a
significant percentage of the generation market to increases in gas prices.

Figure 3.6: Gas powered generation capacity by state (%)

60
50 |
40 +
30 -

20

10 - ,//\ /\
O \ ==
2009 2010 2011 2012 2013 2014 2015 2016

% of total generation

—Queensland NSW —Victoria South Australia —Tasmania —NEM

Source: AER, State of the energy market May 2017

These percentages understate the significance of gas generation in the wholesale market.
Gas powered generators have a disproportionately large impact on wholesale electricity
prices because they are often the marginal supplier (i.e. the last generator to add supply into
a dispatch period) and therefore set the market price. Gas powered generators often end up
being the marginal supplier because they can ramp up production relatively quickly
compared to other generation sources, and have therefore been the preferred technology for
meeting peaks in demand.

172

ACCC, Inquiry into the east coast gas market, April 2016, p. 35.

Macdonald-Smith, A and Potter, B, East coast gas shortages to hit this winter, Australian Financial Review, 7 March
2017.

ACCC, Inquiry into the east coast gas market, April 2016, pp.1 and 18.
% \bid, pp.112 and 113.
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Sout h Auligh relahcé an @as generation leaves it particularly exposed to gas
prices. Gas powered generators set the price in South Australia in approximately 35 per cent
of trading intervals. This is well above the average across the NEM, where gas is the
marginal supplier in 12 per cent of intervals.”®

As set out in chapter 2, wholesale electricity prices in South Australia are the highest in the
NEM. Between 20151 16 and 20161 17 average NEM spot prices in South Australia
increased by over 80 per cent, and prices have remained high so far in 20171 18. While this
is likely due to a range of factors, higher gas prices are a key contributor.

The Finkel Review reported on the extent of the interdependency between gas and
electricity prices.'”” Figure 3.7 is a chart prepared by AGL which appears in the Finkel
Review.'"® It shows the fuel cost of generating electricity when gas prices are $3.9 per GJ,
$7.5 per GJ and $9.0 per GJ. A range of gas powered generators in Australia are presented,
which vary in efficiency. The graph only includes the fuel cost of generation.

Figure 3.7: Indicative relative gas price impacts on generation fuel costs”
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These calculations show the dramatic impact that higher gas prices can have on the cost of
generation and therefore on wholesale electricity pricesd even at levels much lower than the
$20 per GJ price being reported in early 2017.

Some operators of gas powered generation have opted to withdraw capacity in response to

higher gas prices. A prime example is Stanwell Corporationd s wi t hdr Swardbdnk B f t h e
Power Station in Queensland because it could earn more revenue from selling its gas rather

than using it to generate electricity.”®® Following Queensland government intervention,

%6 ACCC calculations, based on AEMO data.

Dr Alan Finkel AO, June 2017, pp .109-110.
Dr Alan Finkel AO, June 2017, p .111.
AGL, AGL Investor Day 2016 presentation, 14 November 2016, p. 89, cited in Dr Alan Finkel AO, June 2017, p. 111.

Stanwell Corporation Limited, Gas i Swanbank E Power Station, viewed 7 September 2017,
http://www.stanwell.com/energy-assets/our-power-stations/gas/.
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Stanwell Corporation has nhow sourced gas to enable Swanbank E to return to service from
1 January 2018.""

Other operators were unable to access sufficient gas. The ACCC is aware that one
generator has not been able to secure a gas contract for the second half of 2017 or 2018
despite seeking offers from the market on a number of occasions, and was sourcing gas
from spot markets instead. That generator has indicated that difficulties in securing gas
supply for 2018 were creating challenges in managing forward positions and could adversely
impact its ability to generate electricity over the coming summer peak demand periods.

I n South Australia, one of EmpaverstationintSouth uni t s at
Australia was mothballed in 2015 due to the unwillingness of suppliers to enter into long term

gas contracts.'® Following intervention from the South Australian government, Engie has

entered into gas supply deals with Origin® from July 2017 to 2020, Shell for winter 20173

and Santos for 15 PJ, starting in January 2018.'%°

High gas prices are also impacting on investment decisions in the NEM. With coal being
phased out by most generation businesses, dispatchable generation capacity will
increasingly be reliant on gas powered plants. However, there is little, if any, committed
private investment in gas powered generation, which likely reflects the current difficult supply
environment and high gas prices. Without investment in reliable generation technologies in
the short to medium term, wholesale electricity prices will become more volatile and the
NEM may experience shortages of supply when weather conditions are not favourable for
renewable generation sources. That said, at least one submission to this Inquiry suggests
that the current high wholesale electricity prices have now reached a level that makes
investment in new gas powered generation viable.'®

The full impact of gas price increases may not be felt for some time as a number of
generators would still be sourcing gas under existing contracts struck before price increases.
That said, information available to the ACCC (including the information above) suggests that
current high electricity spot prices mean that at least some gas powered generators are
finding it profitable to operate even at the current gas spot market price. One vertically
integrated retailer noted that it had made spot purchases on the gas market to run its gas
generation plant harder to capture higher wholesale electricity prices.

Throughout the remainder of the Inquiry, the ACCC will further investigate the extent of the
impact of gas prices on the current and likely future price of electricity taking into account the
initial findings of the ACCC6s current gas inqui

81 Queensland Treasurer and Minister for Trade and Investment, Stanwell and Shell seal the deal for Swanbank E gas
supply, media Release, 6 September 2017.

Engie, Pelican Point to return to full capacity, media release, 29 March 2017.

Origin Energy, Origin works with Engie to help boost energy security in South Australia, media release, 29 March 2017.
Shell Australia, Shell seals more east coast domestic gas deals, media release, 6 April 2017.

Santos, Santos to redirect gas to South Australian economy, media release, 14 August 2017.

EnergyAustralia, 30 June 2017 p. 5.
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3.1.4. Potential for strategic conduct by large generators

The structural factors considered above are each likely to have had an impact on wholesale
prices in the NEM in recent years. However, the ACCC considers that the conduct of
generation businesses is also likely to have contributed to higher prices in the NEM.

These issues are not wholly separate from the structural issues discussed above. The
behaviour of participants in a market will be framed by two particular characteristics:

T the structure of the market and in particular the degree to which any participants
have market power, and

f the rules of trade that dictate participation in the market.

The highly concentrated nature of the wholesale market and the fact that a number of
generation business are responsible for more than 30 or even 40 per cent of the generation
dispatched in particular NEM regions is discussed above.

What are the rules?

As explained in Box 3.1 above, in the NEM, generators submit offers to AEMO to dispatch
specified quantities of electricity at bid prices. Electricity is dispatched every five minutes,
which means that generators are required to bid to supply electricity in five-minute blocks.

Accounts for the supply of electricity in each of the five NEM regions are settled every

30 minutes at a spot price which is the average of the six five-minute dispatch interval prices.
The price for each five-minute dispatch interval is the most expensive bid dispatched. In
each NEM region, all generators dispatched in a 30-minute trading interval are paid the
same spot price per MWh dispatched for their region.

To assist AEMO forecast market prices, generators provide bids a day in advance. These
bids can be aldijd&) eanyitieme débef ore the relevant

Can the rules be manipulated?

There has been a concern for some time that the rules allow for manipulation because large
generators can submit re-bids late in a 30-minute period at a much higher price in order to
drive up the average settlement price for that 30-minute period. Large generators are able to
do this because their capacity is more likely to be critical to meet demand. That is, they
control enough capacity that it is likely they will need to be dispatched regardless of the price
they bid in.

It appears that conduct of this type can be timed to minimise the likelihood of competitive
response from other generators; for example, strategically rebidding in the final five-minute
trading period of a 30-minute block may create two benefits for a large generator:

T it could increase the average price paid for the whole 30 minutes of generation (as
this is an average of the six five-minute periods), and

1 other generators (such as peaking gas powered generators) are not induced to
switch on and contribute generation because the price spike is over after one five-
minute interval with a new 30-minute block starting after it.

In recent years, similar last minute rebidding has become more prominent in the first trading
interval of the 30-minute block, with similar outcomes on prices.

It should be noted that in some instances re-bidding actually drives prices down, rather than
up.
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Previous attempts to address strategic bidding

The AER has previously tried to deter detrimental rebidding conduct using the NER. The
NER previously stated that bids and rebids into the NEM must be made in good faith.

The AER instituted proceedings on 28 July 2009, alleging that Stanwell Corporation had
breached the good faith provisions of the NER. The AER alleged that on particular days of
extreme heat in Queensland in February 2008, Stanwell Corporation traders made a number
of rebids that were not in good faith. Spot prices on those days had risen to over $9000 per
MWh. Under the NER, the AER needed to demonstrate that Stanwell Corporation did not, at
the time of the original bid being made, have a genuine intention to honour that bid, absent a
change in material conditions or circumstances.

INAugust 2011, the Feder al CU8UrhetCouttconsiersdghatd
material conditions or circumstances could include both objective data (such as a change in
demand forecast) or a subjectively held expectation or belief (such as a lack of change in
forecast dispatch price if one was expected). There was also no requirement that the
expectation or belief was likely or reasonable.

I n the AEROsColretwds ti nterpretation of the
that the rule then in force did not provide the desired controls on behaviour anticipated when
it was introduced, nor did it meet the high level policy objectives of the legislation.*®®

This led to the AEMC introducing a new rule which came into effect on 1 July 2016, which
provides clearer guidance about appropriate generator bidding behaviour in the wholesale
electricity market.’®® The rule amended the relevant provisions in the NER as follows:

1 the requirement that bids be made in good faith was replaced by a prohibition against
making false or misleading bids

T any variations to offers (i.e. rebids) will need to be made as soon as practicable after
the material change in conditions that forms the basis of the rebid

f arequirement to preserve a contemporaneous record of the material conditions and
circumstances surrounding late rebids was introduced. These records are to be
made available to the AER on request.

When the AEMC was considering this proposed change, one of the big three retailers noted
that A[c]hanges to the rules could | imit

The effective enforcement of the new rule, however, requires the assessment of the bidding
conduct (and the reasons for bidding behaviour) of specific individuals within the generation
business. It is therefore important that the AER can access relevant information to make this
assessment.

The AER has investigation powers under the NEL and can require generators to produce

documents and provide information in relation to their bidding activities. Unlike many other
enforcement agencies (including the ACCC), the AER does not have the power to require
any individual involved in conduct to appear before it and give oral evidence. This is a

significant deficiency in the AERG6s powers

The ACCC considers that in order for the AER to effectively investigate and deter unlawful
conduct in the wholesale market, amendments should be made to enable the AER to require

187

Australian Energy Regulator v Stanwell Corporation Limited [2011] FCA 991.

18 AER, AEMC rule change i Bidding in Good Faith, viewed 12 September 2017,
https://www.aer.gov.au/publications/submissions/aemc-rule-change-bidding-in-good-faith.

18 AEMC, National Electricity Amendment (Bidding in Good Faith) Rule 2015.
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individuals to give evidence before it, similar
of the CCA.

New proposals for reform

As discussed above, some strategic rebidding appears to be profitable because of the
30-minute pricing rule, whereby generators are paid the average of wholesale prices over a
30-minute period. The 2016 rule changes did not to address the incentives to strategically
rebid that are created by the 30-minute pricing period.

This issue is, however, the subject of an ongoing reform process in which the AEMC is
considering whether to align the price paid to generators with the settlement price of each
five-minute trading interval. The change would require some reworking of systems, but may
reduce the incentive to bid strategically.

On 5 September 2017, the AEMC released a draft rule change to this effect.®® The draft
determination proposes an extended transition period, with any final rule that reflects the
draft rule to commence on 1 July 2021.

The AEMC has stated that fig] market where the price provides signals and incentives for

supply to be responsive to demand over the shortest timeframe practicable [that is, the five-

minute intervall], wild/l drive more efficient whol
functioning wholesale market will in turn provide the benefits of lower supply costs and lower

retail prices for consumers.d**

Another argument raised in favour of the rule change is that the innovation and investment
incentives created by aligning dispatch and settlement at five minutes and creating an
improved price signal are expected to lead to a more efficient mix of generation assets and
demand response technologies, ultimately leading to lower costs. AEMO considers that this
will beqéezfit consumers when reduced wholesale electricity costs flow through to lower retail
prices.

The proposed rule change is not universally welcomed. For example, some market

participants, including smaller retailers, have raised concerns that the rule change may lead

to |Iimited availability of &écapd contracts. The
in section 3.2.4 below.

The ACCC considers that, to the extent this rule change can limit any exercise of market
power, it should be welcomed.

1% AEMC, Draft Rule Determination i National Electricity Amendment (Five Minute Settlement) Rule 2017, 5 September
2017.
191 AEMC, Directions Paper i Five Minute Settlement, 11 April 2017, p. ii.

%2 AEMC, Draft rule determination i National Electricity Amendment (Five Minute Settlement) Rule 2017, 5 September
2017, p. ii.
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3.2. Retail

In many parts of the NEM the retail market is still transitioning from the former regime of

regulated state monopolies to a competitive market. The initiative to privatise and deregulate

retail electricity arose from the National Competition Policy reforms adopted in 1995. States

were encouraged to privatise their publicly owned retail operations and to allow other private
businesses to offer retail services (opening the retail market to competition is referred to as

6full retail contestabilitydéd). States retained
encouraged retailers to compete below the cap.

The move to full retail contestability was intended to bring the benefits of competitive
markets to the electricity market; namely, greater choice for consumers, more product
innovation, and lower prices. In time, the development of a competitive industry should make
price regulation redundant. In 2009, Victoria was the first state to remove price regulation,
with South Australia (2013), NSW (2014), and the South East Queensland region (2016)
following. Regional Queensland, Tasmania, and the ACT retain price cap regulations, which
are determined by local regulatory authorities. Figure 3.8 below illustrates the transition of
retail markets across the NEM from regulation to competition.
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Source: Adapted from AEMC, Retail Competition Review 2016

3.2.1. What does the retail market look like today?

As retail markets have been opened up to competition, a large number of retailers have
entered. Apart from regional Queensland, Tasmania and the ACT, all NEM regions have at
least 19 active electricity retailers in 2017.'%

Submissions from established retailers assert that there is very vigorous competition

F

between electricity retailers.'®* Consistent with that,th e ACCCé6s revi ew of inter

documents produced by retailers as part of the Inquiry revealed that retailers pay close
attention to their competitors.

Despite this, retail electricity markets in the NEM remain very concentrated. As shown in
Figure 3.9, AGL, Origin, and EnergyAustralia have at least 70 per cent of residential
customers across the NEM (as well as in each of NSW, South Australia and south east
Queensland). Even in the most mature de-regulated market, Victoria, the big three have over
60 per cent of residential customers.

198 AER, 2017 State of the energy market, p. 138.

1% For example, AGL, 18 July 2017, pp. 22-23; Alinta, 30 June 2017, p.2; Origin Energy, 30 June 2017, pp.1, 3;
Momentum Energy, 30 June 2017, p.5.
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Other retailers have struggled to expand and gain significant market share. The next largest
retailers are Snowy Hydrods retail brands Red
7 per cent of residential customers in the NEM), and Simply Energy, which has around

3.6 per cent of residential customers in the NEM. Like the big three, both of these retailers

are vertically integrated.

In Tasmania, the state-owned Aurora Energy remains the only retailer for residential
customers and in the ACT, ActewAGL (a 50:50 joint venture between AGL and the ACT
government), retains a near monopoly on residential customers. The small populations in
these regions, and the continuation of regulated pricing, have likely reduced the
attractiveness of entry for other retailers.

We note that Ergon Energy has been excluded from Figure 3.9 as it largely services regional
Queensland and is subject to price regulation. The south east Queensland column
represents the Queensland customer data minus Ergon Energy. This may slightly overstate
the market share of retailers in south east Queensland as Ergon may also serve some
customers in the region.

Figure 3.9: Retail Electricity Market Share (residential customers), March 2017*
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Source: Queensland, NSW, South Australia, Tasmania and ACT: AER data, March 2017; Victoria: ESC, Victorian energy
market report 20157 16

* Victorian data is for June 2016

** South east Queensland data has been calculated by subtracting Ergon customers from Queensland market share figures
and rebasing percentages

The large market shares of the big three retailers across Australia raises concerns about the
effectiveness of competition in retail electricity.

One sign that competition has so far failed to meaningfully challenge the large retailers is
limited erosion of their market shares in the past five years. Since 2012, other retailers have
won 7.5 per cent of small customer market share from the big three. These figures are
reported in Table 3.1 below.
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Table 3.1: Market share won/lost in the NEM since 2012, small customers

Retailer NEM market share won/lost 20127 2017
AGL 10.4%
Origin 14.0%
EnergyAustralia 13.1%
Others +7.5%

Source: ACCC calculations using AER State of the energy market 2012 and AER data from March 2017.
Victorian data is only up to June 2016.

While the 7.5 per cent gain in market share for smaller retailers is a positive sign,
representing around 600,000 additional small customers now receiving their electricity from
a smaller retailer, it is a relatively minor increase over a five year period, especially with at
least 19 retailers now operating in south east Queensland, NSW, Victoria and South
Australia.

3.2.2. What has been the impact of retail contestability on price and retail
costs?

Price dispersion

There is no doubt that the introduction of retail contestability has benefitted some customers
through lower prices. However, it has also resulted in greater price dispersion over time.

Price dispersion is not necessarily a bad outcome and can in fact be efficient when it reflects
differentiation in the market catering to different consumer preferences.'*® This is discussed
in further detail in chapter 4 below. However, in electricity markets, price deregulation and a
move to dispersed pricing has not corresponded with differentiated products or services or
significant product innovation to date (as discussed further below). It appears that customers
paying the most for their electricity are not receiving additional services or specific benefits,
but rather receiving services either equal to or less than those received by customers on
competitively priced offers.

Queensland provides a useful case study to demonstrate this effect, which is detailed in
Box 3.5 below.

Box 3.5: Deregulated prices in south east Queensland

Queensland provides a unique opportunity to observe the effects of electricity deregulation
on the prices retailers charge consumers. Price regulation in south east Queensland was
removed on 1 July 2016 but the QCA still sets a regulatory price for customers in regional
Queensland that is based on the cost of supply in south east Queensland. It is therefore
possible to compare unregulated prices in south east Queensland to the relevant regulated
price in regional Queensland.

1% see discussion in Simshauser, P and Whish-Wilson, P, Price discrimination in Australia's retail electricity markets: An

analysis of Victoria & Southeast Queensland, Energy Economics Vol 62, February 2017, pp. 92-103.
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Figure 3.10: Cheapest, most expensive and median offers in south east Queensland, June
2017*
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*Thechatdoes not include solar or 6greenpowerd offers
**Based on the average Queensland annual electricity consumption profile (5793 kWh per year)

In Figure 3.10, offers available to residential customers in south east Queensland as of June
2017 have been categorised as:

{ standing offers

1 market offers with any unconditional discounts applied (i.e. discounts a customer
automatically receives), and

1 market offers with any conditional discounts applied (i.e. discounts a customer
receives if they comply with a condition (to pay on time, for example).

A significant number of customers in south east Queensland are signed up to offers in each
of these categories. In 2016, the AER estimated that 74 per cent of residential customers in
south east Queensland were on market offers. Customers on market offers who are meeting
their discount conditions will be paying bills in the third column. Some customers will be on
market offers but unable to comply with these conditions and therefore only receiving any
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unconditional discounts (middle column). The remaining 26 per cent of customers are on
standing offers (first column). These customers are more likely to be disengaged or
struggling to find a better offer for their needs.

Figure 3.10 shows the cheapest, most expensive and median offer for each of these
categories for the average Queensland household. The annual cost of being on the
regulated rate (only available in regional Queensland) is represented as a horizontal line.

At the bottom of the chart, columns show the additional cost to consumers of being on the
most expensive offer compared to the regulated rate (in orange) and the benefit to
consumers of being on the cheapest offer compared to the regulated rate (in blue). The
difference in cost between the cheapest and most expensive offers in each category is also
reported.

Figure 3.10 shows that prices vary considerably. Active customers can save money
compared to the regulated rate (up to $194 per year for an average customer according to
Figure 3.10). Many customers are likely to be taking advantage of these deals.

However, the price dispersion also increases the potential for customers to be paying more
than they need to be. It is notable that for customers who do not receive conditional
discounts, the median market offer is above the regulated rate. And even for customers on
market offers who receive all conditional discounts, it is still possible to be paying $180 more
than the regulated rate.

Inactive customers who stay, or are put, on a standing offer may be paying up to $517 more
than the regulated rate (and more than $700 more than the cheapest market offer).

These are substantial differences in price outcomes for what is a largely homogenous
service.

Increases in retail costs

Chapter 2 identifies that, based on information provided by retailers, between 20071 08 and
20157 16, retail costs increased by around 50 per cent in real terms. This is the key period
for the introduction of retail competition across the NEM, and raises questions about whether
introducing competition has achieved its goal of delivering a more efficient retail market that
delivers benefits for electricity users. It also suggests that barriers to effective competition
remain in these markets.

Across the NEM in 201571 16, the retailer gross margin accounted for 24 per cent of the
residential bill on average, being 16 per cent retail costs and 8 per cent EBITDA net margin.
The retail costs include costs to serve customers (such as billing costs) and costs to
compete (that is, costs to acquire and maintain customers). As chapter 2 notes, on a NEM-
wide basis the larger increase in the period 20077 08 to 2015i 16 has been in retail costs, not
retail margin.

Chapter 2 also highlights that across the NEM, the highest retail costs are in Victoria (the
jurisdiction with full retail competition for the longest period in time) and the lowest are in
Tasmania where retail electricity prices are regulated. It is also notable that Victoria has the
highest costs to acquire customers of all the NEM regions.
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3.2.3. What has been the impact of retail contestability on innovation?

As electricity is a homogenous product, innovation at the retail level is focused around
service, tariff structures, and complementary bundles of products.

The ACCC has received a range of views on the level of innovation among electricity
retailers. The Consumer Action Law Centre (CALC) considers there has been very little
innovation in Victorian market offers.'*® Retailers on the other hand submit there has been
significant innovation.*®” This view is supported by IPART.*®®

A number of retailers now offer customers different types of bills, including fixed costs plans
and pre-paid options. Many retailers also offer consumers products and services such as
rooftop solar, battery storage, and smart meter installation which in turn could see greater
expansion of demand side services and peer-to-peer trading in retailer service models.
These are positive developments.

The AEMC also found in its 2017 Retail Energy Competition Review that most retailers have
introduced a variety of measures, including:

1 expansion of their pricing options to offering non-price incentives or services (for
example, delivering services through online channels, offerings that enable consumer
choices about how to manage consumption, offers of demand response and the ability to
manage consumption during peak energy periods)

1 offers of energy generation and consumption (for example, grid power, green powetr,
solar panels)

7 tools to manage consumption (for example, energy saving advice and devices, batteries
and 6intelligentoé ene*gy management software).

However, the vast majority of consumers are still on a standard tariff comprised of a fixed
daily charge and a variable usage charge, and most retail products and marketing are
focused on pay on time discounts. This dynamic suggests that for the majority of customers,
retail innovation has not delivered substantial improvements that help them manage their
usage or materially improve the way they access energy.

The ACCC acknowledges, based on its review of internal retailer documents, that some
more innovative approaches are being developed and may provide further innovation in the
near future.

3.2.4. Why is competition not delivering better outcomes?

As noted above, some consumers have benefitted from the removal of regulated pricing and
the introduction of competition in the retail supply of electricity. A key focus of this Inquiry is,
however, to understand why competition is not operating to, in particular, better drive down
or constrain retail costs (as well as prices). The ACCC acknowledges that moving from
state-owned monopolies to a market open to competition does bring with it costs to win and
retain customers. What is less clear is why, for example, after a period of almost ten years of
price deregulation and full retail contestability in Victoria, the retail component of customer
bills continues to increase.

1% CALC, Submission to ACCC Issues Paper, 3 July 2017, p. 8.

97 For example, AGL, 18 July 2017, p. 23; Origin Energy, 30 June 2017, pp. 4, 28; EnergyAustralia, 30 June 2017,
pp. 19-21; Momentum, 30 June 2017,p .5.

1% |PART, Submission to ACCC Issues Paper, 17 August 2017, p. 3.
199 AEMC, 2017 Retail Energy Competition Review, 25 July 2017, pp. 130-133.
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The combination of high concentration and increased retail costs suggests that competition
is not yet as effective as it can be. In trying to understand why this might be the case, the
ACCC is assessing the extent of barriers to entry and expansion for electricity retailers.

Many retailers in their submissions to the ACCC, and even in internal documents produced
to the ACCC, have suggested that either there are no barriers to entry or expansion, or that
any barriers are low.?*® Notwithstanding that view, the ACCC considers that there are
aspects of the retail market that warrant consideration.

Impact of vertical integration

The ACCC is considering the extent to which vertical integration between the retail and
wholesale levels of the supply chain is limiting the ability of smaller retailers to compete.

As noted in section 3.1.1 above, there is significant vertical integration in the electricity
supply chain between retailers and generators (gentailers). AGL, Origin and EnergyAustralia
supply around 70 per cent of retail electricity customers in the NEM and now control around
48 per cent of the generation capacity.?®* Other vertically integrated businesses include
Snowy Hydro (with its Red and Lumo retail brands) and Engie (with its Simply retail brand).

Some NEM regions have much higher levels of vertical integration than others. In NSW,
Origin, Energy Australia and AGL now supply approximately 90 per cent of retail customers
and control 62 per cent of generation capacity, and more on an energy dispatched basis.

Following the retirement of the Hazelwood plant in March 2017, the big three retailers control
64 per cent of generation capacity in Victoria, while also each supplying 19i 27 per cent of
retail electricity customers. Snowy Hydro has 23 per cent of generation capacity and
supplies 16 per cent of electricity customers in Victoria.?®?

In South Australia, AGL supplies 48 per cent of retail customers and controls 42 per cent of
generation capacity.

Vertical integration is less evident in Queensland and Tasmania where the majority of
generation capacity is controlled by state-owned corporations.

Chapter 2 explains that retailers face significant risks as a result of the volatility of prices in

the wholesale market. Retailers typically protect themselves against this risk by entering into

financi al 6hedged contracts such as swap and cap
anticipated retail load. These can be either OTC products where counterparties directly

contract with each other or exchange traded products (traded on the ASX).

As also noted in chapter 2, vertical integration provides retailers with a natural hedge against
market volatility, potentially eliminating or minimising their need to purchase OTC or
exchange traded hedging products.

The existence of vertical integration also has the direct effect of limiting the pool of potential
generation counterparties for retailers to contract with, and/or the volumes of exchange-
traded product available.

Without access to sufficient hedging products at an appropriate price, non-vertically
integrated retailers (or those with minimal generation capacity) will be limited in their ability to
compete in a particular market. In its submission to the Inquiry, Alinta Energy stated that fa

20 EnergyAustralia, 30 June 2017, pp. 2, 14; Momentum 30 June 2017, p. 5, AGL, 18 July 2017, p.23.
21 AER, 2017 State of the energy market, p. 47.
22 AER, 2017 State of the energy market, p. 142.
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lack of liquidity in contract markets significantly impacts non-vertically integrated retailers
and creates barriers to market entry and expansion.&®

The ACCC has previously considered this issue in respect to NSW when it sought
(unsuccessf ul | ypcquistion ofphp stateecownkdMadgsarie Generation in
2014. Further details are provided in Box 3.6 below.

Box 3.6: Vertical integration in NSW

Before privatisation, around 90 per cent ¢
Today over 80 per cent of the electricity dispatched in NSW is generated by the three largest
retailers. AGL alone accounted for 40 per cent of electricity dispatched in 20161 17.

One major generation asset to be privatised was Macquarie Generation which represented
27 per cent of generation capacity in NSW. In 2014, AGL was the successful bidder. At the
time, AGL accounted for around 24 per cent of retail customers in NSW.

The ACCC had serious concerns about the impact of the proposed acquisition on
competition. In March 2014 it announced its opposition to the acquisition on the basis that
placing a | arge proportion of the statebs
would result in higher generation prices and reduced liquidity in secondary markets such as
hedging contracts for other retailers. AGL subsequently sought authorisation from the
Australian Competition Tribunal (the Tribunal) for the acquisition, which the Tribunal granted
in June 2014. Further detail on this case is included in appendix 4.

Limited access to hedging products appears to be a significant concern in South Australia.
The ACCC is also aware of at least one retailer which has chosen not to enter SA due to
contract liquidity issues. A number of retailers have indicated to the AEMC that there is
limited access to competitively priced risk management products, and that this is a barrier to
entry, particularly in South Australia.?*

Figure 3.11 clearly demonstrates the lack of liquidity in the South Australian market. It has
only a very small volume of hedging contracts traded as compared to other NEM regions.
The volume of hedge contracts traded in South Australia has averaged less than two-thirds
of underlying market volumes, compared to trades more than double underlying market
volumes in other regions.

23 Alinta Energy, 30 June 2017, p. 5.
24 AEMC, 2017 Retail Energy Competition Review, p. iv.
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Figure 3.11: Annual contract trade volumes and NEM turnover, 20141 2016 average
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Overall there are concerns that the market is tightening. In its submission, Sumo Energy

stated that fthe market for wholesale electricity hedges is becoming less competitive.6°%°

Recent retirement of generation assets (fore x a mp | e, Engi eds Hazel wood f i
and Alintads Northern Power station in South Aus
availability of hedging products. To the extent that new generation is replacing these retired

thermal plants, it is largely renewable generation which does not offer the same hedging

services for retailers.

Most new generation capacity is in renewables and to the extent it is independently owned
(i.e. not by a vertically integrated player) the dominant industry practice is for the project
developer to sell their generation capacity upfront through a power purchase agreement
(PPA). This eliminates the risk for the new generation facility, and the ACCC understands
that most new generation requires a PPA to obtain financing.

As the investors and those financing these ventures are seeking to minimise as much risk as
possible, it is difficult for small retailers who are not part of a larger corporate group to satisfy
the required risk profile to enter into a PPA. As a result, while some smaller retailers who are
part of large groups may have the financial backing to be able to access PPAs, in many
instances it is the large vertically-integrated retailers, who are able to take advantage of
PPAs. The ACCC understands that the electricity pricing available under PPAs is at a
significant discount, providing a further advantage to larger market participants. These PPAs
also usually include the LRET certificates produced by those generators, limiting the options
for other retailers to acquire the certificates they require (and likely increasing the price of
those that are traded).

205

Sumo Power, Submission to ACCC Issues Paper, 30 June 2017, p.8.
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Sumo Power also indicates that hedging opportunities provided through long term off-take
agreements with new entrant intermittent generation are usually fincompatible with a new
entrant retailero6os m©fi®sk management strategy.

The ACCC notes that new initiatives in demand side response will provide alternative
hedging products for retailers,”®’ but this will not be a short term solution to the issues
identified above.

Other barriers to entry or expansion

As noted above, a number of retailers report that barriers to entry and expansion are low.
That said, a number of submissions to the Inquiry do identify a range of factors that may be
hampering the entry or expansion of smaller retailers in the market (in addition to those
discussed above).

Costs of entry and expansion

Retailers have identified that they face significant costs on entry and when looking to
expand. For example, there are significant costs to acquire new customers given the
reliance of new entrants on direct marketing to win customers. The cost of direct marketing
and sales is typically incurred upfront.?®®

209

Prudential costs to meet AEMO requirements are also significant™" and continue to increase

as retailers grow in size.
Economies of scale

As with many other markets, smaller retailers lack scale and therefore have higher costs to
serve per customer.?° Certain costs of operating a retail business are likely to be relatively
fixed (for example, the cost in setting up a billing system or developing a marketing strategy).
For a smaller retailer, these costs must be shared across fewer customers, which affects the
retailerds ability to offer competitive prices.

Economies of scale are also likely to affect the ability of small retailers to access important
inputs, such as wholesale energy contracts and hedging products. Some small retailers
indicate that they have trouble accessing bespoke hedging instruments due to their size i
products may not be available that cater to small retailers. While electricity derivatives are
traded on the ASX, smaller retailers often have limited working capital and may be unable to
support ASX margin obligations.

Market behaviour of established retailers

A number of smaller retailers have indicated to the ACCC that the market conduct of the
more established retailers has significantly impeded their ability to gain market share.

Most commonly these smaller retailers point to the very aggressive strategies used by these
retailers to either Gaveba customer who has signed up with an alternative retailer, or to win
the customer back a short time after they have switched.

2 sumo Power, Submission to ACCC Issues Paper, p. 9

AEMO, Demand side participation, key insights, viewed on 15 September 2017,
https://www.aemo.com.au/Electricity/National-Electricity-Market-NEM/Planning-and-forecasting/Electricity-Forecasting-
Insights/Key-component-consumption-forecasts/Demand-side-participation.

28 sumo Power, 31 July 2017, p. 5.
2% Enova Energy, Submission to ACCC Issues Paper, 3 July 2017, p. 4.
Enova Energy, 3 July 2017, p. 7.
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Increasingly aggressive customer retention and win-back activity has meant that many
customers will cancel their decision to switch or switch again within their first few months
with a new retailer. One smaller retailer estimates that it loses up to 25 per cent of its new
customers to retention or win-back strategies. The ACCC understands that some retailers
may experience even higher losses from time to time.

The costs for smaller players to win a new customer are significant. Such a high dossoérate
increases these costs even further as the costs need to be spread across only those
customers who are successfully acquired.

The offers customers are receiving when their retailer tries to win them back are often off-
marketoffersit hat is they are better thaes*aAleastof t
one of the big three retailers has what it <c
discount call centre staff can use to try and retain a customer. While this means that those
customers benefit financially from their decision to remain with or return to their previous

retailers, this lack of transparency makes it hard for smaller retailers to compete. Smaller

retailers may also be unable to compete with the size of discounts or cash rewards made

with retention offers by larger retailers.

hat
al | s

Some have called for Iimitations to be imposed o
submission, the Public Interest Advocacy Centre recommended that the ACCC consider

whether win-back practices are in the long term interests of consumers or should be

fidi sall owed t o makebewne ray bfaorrr idterw troet ai |l er s o .

Mojo noted in its submission to the Inquiry thatwin-b ack of fers should be dee
availableb6 offers under the AEROs Ret aiire Pricing
those offers to be published to ensure that customers have information on the best offers

available.?*®

Sumo Energy recommended the following measures:

1 acode of conduct on retention activity that limits the number of times and the
method(s) by which a retailer can contact a customer for retention purposes; or

1 aban on retention and win-back activity, except where the customer opts in to
receive win-back calls from their previous retailer.”**

strategies could be | imiting the growth of
saving protectiond regime has been in effec
elect to be protected from saves initiated by the retailer that lost the customer. However, the
losing retailer will still be able to save a customer by offering an inducement if the customer
initiates contact with that trader prior to the switch being complete. A retailer that elects to
have 6switch saving protectiond iuwlespthohi bited fr
customer initiates the contact. The regime does not restrict win-backs; that is, the losing

retailer can still attempt to persuade a customer to return after a switch is completed.?*°

In New Zealand, the Electricity Authority had concernsthatwin-b ack and® 6savesd
retai
t It
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Mojo Power, Submission to ACCC Issues Paper, 3 July 2017, p. 3.

Public Interest Advocacy Centre, Overpriced and underwhelming: a retail market that has failed consumers, 5 July 2017,
p. 16.

#3  Mojo Power, 3 July 2017, p. 3.

24 sumo Power, 30 June 2017, p. 8.

Z5 |n the retail electricity market, a save occurs when a losing trader persuades a customer to cancel an incomplete switch
to a gaining trader.

New Zealand Electricity Authority, Switch saving protection scheme, viewed on 15 September 2017,
https://www.ea.govt.nz/operations/retail/retailers/switch-saving-protection-scheme/.
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The Electricty Aut hor it yds post i nspveseandevim-baahs indugust evi ew o f
2017 found that as a result of the scheme, the number of saves fell but the number of win-

backs increased. The Electricity Authority concluded that the scheme has had no discernible

effect on retail competition. 2*’

Regulatory environment

Regulatory divergence, and ongoing uncertainty, across the NEM may be impeding the

efforts of smaller retailers to expand their presence across the NEM. Alinta noted in its

submission to the Inquiry that current regulatory divergences between the NEM states may
hamper retailersd ability to achieve economies
the lowest prices to customers.**?

Those divergences appear poised to widen in the near term, for example as the Victorian
government is considering a range of recommendations that will, if implemented, increase
the regulatory differences between Victoria and the rest of the NEM.

Smaller retailers have also indicated that fixed compliance costs are a significant burden on
new entrants and small retailers. For example, Enova has pointed to a range of concerns
including complex regulatory requirements on the retailer/customer interface and the need to
have a financial services licence even when trading is purely for hedging purposes.?*?

3.2.5. Markets with limited competition

Despite retail contestability being in place throughout the NEM, most electricity customers in
Tasmania and regional Queensland do not have an effective choice of retailer. The AEMC
has identified barriers to retailers entering these markets including continued price
regulation, the relatively small size of the Tasmanian market, and the uniform tariff policy in
regional Queensland.?°

In Tasmania, Aurora is the only retailer with offers for residential customers. For small
businesses, ERM Power has entered in recent years to offer an alternative to Aurora.

In regional Queensland, Ergon Energy supplies customers under a regulated offer. The price
of this offer reflects the cost to supply a customer in south east Queensland, which is below
the typical cost to supply a regional Queensland customer. Ergon Energy receives a subsidy
through the uniform tariff policy to cover these additional costs of supply. Other retailers
cannot access this subsidy and are therefore unable to make competitive offers to these
customers. The Queensland Productivity Commission found that expanding the subsidy
under the uniform tariff policy to all retailers is the only practical way to facilitate retalil
competition in regional Queensland, but that doing so would impose increased costs on the
state budget.?*

Surveys by the AEMC and Energy Consumers Australia found that most customers in these
markets were dissatisfied with the level of choice of offers, and the value for money of those
electricity offers.??? This concern about value for money presents a significant challenge to

27 New Zealand Electricity Authority, Post implementation review of saves and winback: Final Report, 29 August 2017.

pp. ii, 31.
28 Alinta Energy, 30 June 2017, p. 2.
2% Enova Energy, 3 July 2017, p. 4.
AEMC, 2017 Retail Energy Competition Review, pp. 24-25..
Queensland Productivity Commission, Electricity Pricing Inquiry Final Report, 31 May 2016, p. 241.

AEMC, 2017 Retail Energy Competition Review, pp. 184, 187; Energy Consumers Australia, Energy Consumer
Sentiment Survey Findings, National, December 2016, p. 5; Energy Consumers Australia, Energy Consumer Sentiment
Survey Findings, Tasmania, December 2016, pp. 3-4; Energy Consumers Australia, Energy Consumer Sentiment
Survey, Queensland, December 2016, pp. 3-4.
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any efforts to stimulate competition in these markets, as regulated prices would, as
highlighted above, likely need to increase in the short term to attract new entrant retailers.

3.3. Networks

As noted in chapter 2, network costs are the largest component of average household
electricity bills. They accounted for 48 per cent of the amount billed to residential customers
in the NEM in 201571 16. Transmission and distribution networks are regulated monopolies.
The AER sets the amount of revenue that network operators are allowed to recover from
customers in accordance with rules set by the AEMC. These rules allow network operators
to recover their efficient costs and an appropriate return.

The analysis in section 2.3 illustrates that network costs rose significantly between 2009 and
2015. While investment in transmission and distribution assets was made to maintain
reliability and security of supply, there is evidence to suggest that customers have not
received value for money from these investments. That is, the additional network costs have
not fully balanced the objectives of safety and reliability with the price of increased network
investments.

This section explores the key drivers of the increases of network costs, in particular:
1 costs of meeting regulatory obligations and reliability standards
f costs associated with underutilised assets

{ costs arising from the previous NER, which was highly prescriptive in nature and
limitedt h e A E Réisn indt$ assessmentofbusi nessesé regul atory p

1 the effect of the regulatory framework for setting network revenue, including limited
merits review.

Box 3.7: Efficiency of electricity networks

The AEROGs economi c benc hniée relativegfficeemcadf glestiicly s
networks has decreased over time. The AER measures the relative productivity of networks
over time using a multilateral total factor productivity approach that assesses the volume of
inputs needed to produce outputs. The decline in productivity has been more pronounced in
distribution networks than transmission networks.**®

The Queensland Independent Review Panel also noted that privately owned networks in
Victoria and South Australia have been consistently more efficient than the state-owned
networks in Queensland and NSW.?** In a review of NSW and Queensland labour for AER
determinations, Deloitte Access Economics found that distribution networks in these states
had inefficient labour costs.?”® The AER in its most recent 20141 19 NSW determinations
removed inefficient labour costs from its operating expenditure allowance. Network operators
in NSW and the ACT successfully appeal ed t
reconsidering this issue. Further, appeals by network operators for the Victorian and South
Australian networks are ongoing.

28  AER, 2017 State of the energy market, p. 117.

Queensland Government, Independent Review Panel on Network Costs, Electricity Network Costs Review, Final Report,
June 2014, p. 102.

Deloitte Access Economics, NSW distribution network service providers labour analysis, April 2015, p. ii; Deloitte Access
Economics, Queensland distribution network service providers i opex performance analysis, 24 April 2015, p. viii.
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